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ABSTRACT 
The relevance of the structuralist versus monetarist approach 
to the balance of payments has been extensively explored themes 
of discussion among the economists throughout the world 
particularly due to persistent rise in the price level and 
deterioration in the balance of payments of the developing 
countries. The empirical works of both the schools of thought 
about the causes of balance of payments problems have failed 
to throw conclusive evidence. In monetary terms, a balance of 
payments deficit may be seen as an indication of an excessive 
real supply of money relative to demand. Creation of money at 
a rate faster than the rate at which real domestic output is 
increasing will tend to cause inflation, and will tend to 
generate a balance of payments deficit. In the case of India, 
it can hardly be denied that the monetary management is an 
extremely important element of the macroeconomic policy 
scenario particularly when the country is undergoing substan-
tial current account deficits year after year. Against this 
background, the objective of this study is to discern the line 
of reasoning and approach behind the course of monetary 
management which have had bearing on India's balance of 
payments position. More precisely, we test the hypothesis of 
monetary management has exerted significant influence on the 
India's balance of payments. This study has some limitations 
mainly owing to the absence of a consistent and comparable 
series on monetary aggregates for the period under study. 
Therefore, despite all efforts to make this study up to date, 
comprehensive and analytical deficiencies are bound to remain. 
In order to identify and analyse the important factors which 
have contributed to the fluctuations in the price level, demand 
for money and various components of the balance of payments 
simple and multiple regression models are resorted. The 
specification of the equations used inthis study have been 
drawn from the studies of Mohsin Khan (1974), Sohrab Uddin 
(1985), Kannan (1989) and Raghavan and Saggar (1989) with 
slight variation. The behavioural equations are estimated by 
the method of Ordinary Least Squares (OLS). Significance of 
the estimates has been tested at 5 per cent level. The 
suitability of the equations is examined through economic 
criteria like appropriateness of the sign of the regression 
coefficient according to a prior theory and statistical 
criteria like coefficient of determination adjusted for 
degrees of freedom (R^), Durbin Watson Statistic (DW), Standard 
Error of Estimate (SEE), F-value and t-value of the regression 
coeeficients. To estimate the equations we have used time 
series data for the period 1960-61 - 1985-86. We selected this 
period because it has been the most crucial period in the field 
of Money, Banking and International Trade of India. The basic 
data are taken from the various issues of the Reserve Bank 
of India publications like the RBI Bulletin, Annual Reports 
and Reports on Currency and Finance. Also from Economic Survey 
of Government of India, National Accounts Statistics of CSO, 
International Financial Statistics of IMF and UNCTAD Handbook 
of International Trade and Development Statistics (New York: 
United Nations). 
Since independence India's balance of trade has shown an 
adverse trend with the exception of the years 1972-7 3 and 
197 6-77 when there were some surpluses on this account. The 
effects of this trade gap on the balance of payments position 
has been adverse and increasingly distwbing. During the last 
few years India's international trade has undergone consider-
able change in regard to composition, direction, and volume 
of trade. But still India has for long been facing problems 
in regard to her share in total world exports, prices of her 
product exported, terms of trade and increasing debt burden 
etc. 
The Reserve Bank of India, during the period under considera-
tion, endeavoured to moderate the expansion of credit and money 
supply in such a way as to ensure the legitimate requirements 
of industry and trade and curb the use of credit for speculative 
and inflationary activities. During the Third Five Year Plan 
period. (1961-62 - 1965-66) money supply (Ml) rose at an annual 
average rate of 9.59 per cent and M3 rose at the rate of 9.11 
per cent as against growth in real national incoem (Yl) of 
2.41 per cent and an annual rise in the whole^ price index of 
the order of 5.65 per cent. Under such circumstances a 
relatively tight monetary policy was opted. The Reserve Bank 
of India raised the Bank Rate to 4.5 per cent in January 1963 
to 5 per cent in October 1964 and to 6 per cent in March 1965. 
The Statutory Liquidity Ratio (SLR) was raised from 20 per 
cent to 25 per cent in September 1964. Credit Authorisation 
Scheme was also introduced in November 1965 with a view to 
regulate the credit flows to the different borrowers. Despite 
the various restrictive credit policy measures adopted by the 
Reserve Bank of India inflationary pressures could not be 
contained during the Third Plan period. During this period 
annual average exports amounted to Rs. 1178 crores and imports 
valued at Rs.l950 crores which resulted in an adverse trade 
balance of Rs.772 crores. The balance of payments deficit 
amounted to Rs.l972 crores. Measures related to control and 
regulation of imports and promotion of exports were adopted 
to correct the disequilibrium in the balance of payments. The 
devaluation of rupee in June 1966 by 36.5 per cent improved 
India's trade balance substantially by 1968-69. The India 
exports started moving up while imports registered a continuous 
decline. 
During the Three Annual Plans (1966-67 - 1967-68 and 1968- 69) 
average annual increase in Ml was 8.4 6 per cent and M3 rose 
at the rate of 10.63 per cent. National Income at constant 
prices rose at an annual average of 3.74 per cent and prices 
rose by 8.86 percent per annum onthe average. The average 
annual imports during this period amounted to Rs. 1991 crores 
and the exports totalled only Rs. 1247 crores which resulted 
in the annual average adverse trade balance of Rs.744 crores. 
During the Fourth Five Year Plan period (1969-70 - 1973-74) 
Ml rose at the average rate of 14.11 per cent per annum and 
M3 rose at the average rate of 16.18 per cent, while the real 
national income grew at 3.29 per cent and prices rose at 7.69 
per cent. During this period Reserve Bank of India followed 
restrictive credit control measures inthe form of a rise inthe 
Net Liquidity Ratio from 31 per cent to 4 0 per cent in eight 
stages between February 1970 and September 1973. The Bank 
Rate was raised from 6 per cent to 7 per cent in May 1973 and 
the Cash Reserve Ratio was raised from 3 per cent to 7 per 
cent in September 1973. The Statutory Liquidity Ratio was 
raised from 25 per cent to 32 per cent in Six stages between 
February 1970 to December 1973. During this period asf^ whole 
there was a surplus of Rs.lOO crores in India's balance of 
payments. 
During the Fifth Five Year Plan (1974-75 - 1978-79) period as 
a whole Ml rose at an annual average of 9.5 3 per cent, and M3 
rose at 17.89 per cent while national income rose at the average 
rate of 5 per cent per annum and the rise in prices averaged 
7.54 per cent per annum. In order to check spiralling inflation 
Reserve Bank increased the Bank Rate from 7 per cent tc 9 per 
cent in July 1974. Statutory Liquidity Ratio was raised from 
33 per cent to 34 per cent in December 197 8. The Cash Reserve 
Ratio was adjusted five times between June 1974 and November 
1976. 
The first oil price hike in 1973-74 and resultant strain owing 
to the heavy import bill caused some pressure on India's balance 
of payments. During the Fifth Plan period average annual 
imports amounted to Rs. 5479 crores and exports valued at Rs. 
4698 crores. But due to increase in earnings from invisibles 
the current account position for the period as a whole turned 
into a surplus of Rs. 3082 crores. 
During the Sixth Five Year Plan (1980-81 - 1984-85) period as 
a whole Ml rose by 17.96 per cent, M3 by 16.87 per cent, 
national income by 4.93 per cent and prices by 10.28 per cent 
on an annual average basis. 
The analysis of all the major monetary control techniques 
during the j&iod of our study discloses that there was heavy 
Reliance on changes in the Cash Reserve Ratio (CRR). It has 
been frequently used for checking rapid growth of liquidity 
in the economy. However, the monetary policy which has been 
followed in India has resulted in an upward pressure on the 
growth of money supply. This has resulted in the rapid rise 
in the price level. 
The major findings regarding the price function from Chapter 
2 emerging out of the regression analysis are : 
1. The coefficient of the explanatory variable price with one year lag (P-1) 
is found to be statistically significant with positive sign. The variable 
explained 97.6 per cent of the variation in the function. 
2 . The explanatory variable money Supply with one year lag [Ml-1] ex-
plained 96.9 per cent of the variation in the function. The coefficient of 
the variable is statistically significant and has positive sign. 
3 . The explanatory variable Net National Product (Yl) explained 96.5 per 
cent of the variation in the function. The coefficient of the variable is 
statistically significant and has positive sign. 
4 . The coefficient of the explanatory variable Money Supply (Ml) without 
any lag is found to be statistically significant with positive sign. The 
variable explained 96.4 per cent of the variation in the function. 
5 . The two explanatory variables, viz. Ml and P-1 together explained 98.3 
per cent of the variation inthe function. The coefficients of the variables 
are statistically significant and both have positive signs. 
6. There is a slight decrease in the explanatory power of the function to 98.1 
per cent, when the variable Yl is considered instead of P-1 along with the 
variable Ml. The coefficients of both the variables are statistically sig-
nificant and have positive signs. 
7. The overall results show that the lagged variables have larger explanatory 
power than the variables without any lag. 
From Chapter 4, in which an econometric model of India's balance of 
payments is presented, the major conclusions emerging out of the regres-
sion analysis are: 
8. Among the various explanatory variables considered in the import func-
tion real income is the only explanatory variable which explain the 
emergence of a large proportion of total imports. It is also found that the 
value of income elasticity of demand for imports is higher than the price 
elasticity of demand for imports. 
9. Estimated results of the export demand equations suggest that a major 
portion of growth in export volume is due to the growth in world real 
income. 
10. Estimated results reveal that merchandise imports and external debt 
outstanding are the two main determinants of the import of services. 
1 1 . World real income and the ratio of consumer price index in India to the 
world are the two main determinants of the export of services. 
12. Growth in net foreign exchange assets is found to be a significant factor 
in explaining net long term capital flow. 
13 . Estimated results show that the aggregate imports into India have a high 
income elasticity while the demand elasticity for exports of Indian goods 
with respect to world real income is low. 
From Chapter 5 the major conclusions emerging out of the regression 
analysis are: 
14. Changes in the price level (P) and the 12 month time deposit rate of 
commercial bank (R12) do not explain the variation in demand for real 
money balances, while the change in real national income (Yl) does effect 
to demand for real balances. 
15. Results reveal that the income elasticity of real demand for money is more 
than proportionally as income rises. 
16. The overall results of the estimated reserve flow equations show that the 
value of the offset coefficient is approximately-1 and it is statistically 
highly significant. This confirms the proposition of the monetary ap-
proach to the balance of payments theory that the changes in the domestic 
component of the reserve money (D) will cause opposite and equal 
change in the international reserve (R). 
17 . The overall results of the estimated sterilisation equations show that the 
value of the sterilisation coefficient is very near to -1 and statistically 
significant. While for monetary approach to the balance of payments 
validity it should be zero. Therefore monetary approach to the balance of 
payments is not an appropriate model for explaining movements in net 
foreign assets inthe Indian case. 
To sum up, we can say that there is a strong confirmation of 
the hypothesis that the course of monetary management sig-
nificantly affect the India's balance of payments. The slow 
rate of growth in exports together with deterioration in terms 
of trade had made India's export earnings inadequate to meet 
the country's growing import bills. A massive escalation in 
foreign exchange expenditure on oil import and steady increase 
in the interest payments on foreign loans and credit have added 
fuel to the fire of balance of payments disequilibrium. 
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CHAPTER 
INTRODUCTION 
1.1 MONETARY MANAGEMENT : A GENERAL FRAMEWORK 
Monetary policy is essentially an instrument for stabilizing 
the behaviour of such crucial variables as the interest rates, 
the general price level, the external value of the currency 
and the balance of payments. The emphasis on a particular 
objective may change from time to time depending upon the 
circumstances. All the objectives of monetary policy can be 
attained if the monetary policy succeeds in balancing the 
supply of money with the demand for money at any parti.cular 
time. Any miscalculation about the demand for money by the 
monetary authorities can create a number of complications such 
as distortion of saving and investment patterns and income 
distribution and balance of payments problems. An adjustment 
of the pace of monetary expansion in accordance with the 
constantly changing requirements of the economy is the essence 
of monetary management. The objectives of monetary policy in 
India, in a broader sense, are in consonance with the national 
development strategy as articulated in the successive Five 
Year Plans. Due to the persistent inflation in India the 
fundamental objective of monetary policy has been to maintain 
price stability and channelling of credit into productive 
sectors. 
Economists believe that the linkage between changes in monetary 
policy and the resultant change in aggregate spending is not 
a direct one. Some believe that monetary policy is linked to 
the real sector primarily through interest rates. An increase 
in interest rates is assumed to reduce investment spending as 
well as consumption spending. But the proponents of the cost 
of money theories acknowledge that the interest rate cost is 
often only a small fraction of the total cost of a good or 
service. Therefore, the impact of a change in the interest 
rate on money spending decisions is insignificant. Other 
economists believe that a change in monetary conditions affects 
commercial banks ability to lend. The commercial banks 
ability to lend influences the amount of consumption expendi-
ture and investment spending that can be financial and, 
therefore, influences the level of aggregate money income. 
Commercial banks may or may not adjust quickly to changes in 
monetary policy, depending upon their current reserve condi-
tion, interest rate expectations, loan demands etc. Therefore, 
the longer the delay by commercial banks in making portfolio 
adjustments , the longer are the lags in monetary policy. 
The changes in the monetary policy stimulate the economy only 
after some time lag. There are basically three types of lag. 
First is the "recognition lag" which refers to the lag between 
the time at which a monetary policy action becomes necessary 
and the time at which the monetary authorities become aware 
that action is necessary. This lag, is related to the problems 
of getting uptodate information on the state of the economy 
and the forecasting. The second type is "action lag" which 
refers to the time between recognition of the need for action 
and the actual carrying out of that action. The sum of the 
recognition lag and the action lag is called the "inside lag". 
The third type is called "outside lag" which refers to the 
time between the taking of a monetary policy action and its 
effect on the real variables such as output and employment 
etc. The causes of the outside lag are difficult to analyse 
because they involve the complex inter-relationships in the 
way the economy works. However, "monetary policy as an 
instrument of economic policy has certain advantages, "inside 
lag" which refers to the lag between the time action is needed 
and the time the action is actually taken is shorter in the 
case of monetary policy than in case of fiscal policy. Monetary 
policy changes, unlike the changes in fiscal policy can and 
do occur at any time during a year" 
Since the choice of monetary policy instruments for regulating 
the money supply depends on the definition of money, the process 
by which the supply of money is created and the influence of 
money on output and prices. Therefore, it is necessary to look 
at the views of the Working Groups on Money Supply appointed 
by the Reserve Bank of India. The First Working Group on Money 
Supply set up by the Reserve Bank of India in 1961 provided 
the framework for the definition and analysis of money supply 
3 
in India . The Second Working Group on Money supply was set 
4 
up by the RBI in 1977 with the three fold objective of : (i) 
examining the suitability of the various concepts and defini-
tions of money supply with a view to adapting them to the 
Indian monetary data, to facilitate more meaningful analysis 
and policy formulation; (ii) suggesting methodological changes 
in compilation of money supply data; and (iii) preparing a 
revised time series of monetary data, in the light of the 
examination of the various issues involved. The Report has 
identified four measures of money stock viz. Ml, M2, M3 and 
M4. The main characteristics which separate one measure from 
the other is the varying degree of its liquidity, the measures 
being specified in the descending order of liquidity. 
Ml (Money Supply with the Public or Narrox^  Money) Consists of: 
(i)Currency notes and coins with the public, excluding cash 
in hand of all banks; 
(ii)Demand deposits {excluding interbank deposits) of all 
commercial and cooperative banks; and 
(iii)'other deposits' held with the Reserve Bank of India 
(excluding balances in Account No.lof the International 
Monetary Fund, the RBI Employees' Pension, Provident and 
Guarantee Funds and adhoc liability items which arise from 
time to time). 
M2 Consists of : 
(i) Ml; and 
(ii) Savings deposits with Post Office Savings Banks. 
M3 (Aggregate Monetary Resources or Broad Money) consists of: 
(i) Ml; and 
(ii) Time deposits of all commercial and cooperative banks 
(excluding interbank time deposits). 
M4 Consists of: 
(i) M3; and 
(ii) Total deposits with the Post Office Savings Organisation 
(excluding National Savings Certificates). 
This distinction between the Narrow Money (Ml) and Broad Money 
(M3) created disagreement among the economists regarding the 
acceptability criteria of money multiplier theory as a major 
tool of money supply analysis and control in India. According 
to money multiplier theory "the total expansion of money supply 
depends on the creation of high powered money (reserve money) 
and the multiplier acting upon it" . The equation Ms = m H 
represents the relationship between supply of money in nominal 
terms (Ms) money multiplier (m) and high powered money (H). 
Reserve money in India is the sum total of net RBI Credit to 
Government, RBI credit to Banks, RBI credit to Commercial 
Sector, net foreign exchange assets of RBI, Government's 
currency liabilities to the public minus net nonmonetary 
liabilities of RBI. 
In the money multiplier theory the determinants of money supply 
are money multiplier (m) and high powered money (H). If m is 
considered as constant then H is left out to be the only major 
determinant of variations in money supply. With the above 
condition it is necessary and sufficient to control H in order 
to control money supply. But according to Bhole, "it would not 
be in the interests of the effectiveness of monetary policy 
to depend on the narrow money multiplier framework for 
controlling money supply variations in India the regulation 
of Government market borrowings, deficit financing, foreign 
exchange assets, and availability of bank credit by fiscal 
and monetary authorities would have a high degree of success 
in controlling money supply . 
1.2 THE INSTRUMENT OF MONETARY CONTROL IN INDIA 
Credit control is the principal means by which the Reserve 
Bank of India fulfills the objectives of monetary management. 
Traditionally, the instruments of credit control are divided 
into two categories : quantitative and qualitative. Quantita-
tive techniques are designed to affect the liquidity in the 
economy by acting on the quantum of bank reserves. Qualitative 
techniques on the other hand aim to regulate the bank resources 
to particular sectors of the economy in accordance with broad 
national priorities. Following are the major instruments of 
monetary control used by Reserve Bank of India: 
Cash Reserve Ratio (CRR): 
Scheduled banks are required by law to deposit a certain 
percentage of their total demand and time liabilities with the 
Reserve Bank of India. Changes in CRR operate directly and 
immediately by affecting the quantum of loanable resources 
with banks and affecting their credit creating capacity. A 
rise in the CRR restricts the banks lending operations while 
a fall can encourage them to advance more credit. 
p 
Statutory Liquidity Ratio (SLR) : 
SLR is another tool of credit control. Commercial banks are 
required under the Banking Regulation Act 1949 to maintain, 
at the close of business every day, a minimum proportion of 
their total demand and time liabilities in India as liquid 
assets in the form of cash, gold and unencumbered approved 
securities. The ratio of liquid assets to demand and time 
liabilities in India is known as the Statutory Liquidity Ratio 
(SLR). The SLR is also defined as follows : 
SLR = (ER + I + CB) / L 
where ER = Excess reserves 
I = Investment in unencumbered government and other 
approved securities. 
CB = current account balances with other bank. 
L = total demand and time liabilities. 
Open Market Operations : 
Open market operations refer to the purchase and sale by the 
Central Bank of a variety of assets such as government 
securities, commercial bills of exchange, foreign exchange, 
gold and even company shares. The Reserve Bank of India, 
however, performs its operations only in the Central Government 
securities. Open market purchase increases high powered money 
by an equal amount, similarly open market sale reduces high 
powered money. 
Bank Rate: 
According to the Reserve Bank of India Act, the Bank Rate is 
the standard rate at which the Reserve Bank is prepared to 
buy or rediscount bills of exchange or other commercial paper 
eligible for purchase under the provisions of the Act. With 
any change in the Bank Rate, similar changes take place in the 
entire interest rate structure of the banking system. A rise 
in the Bank Rate restricts the volume of credit whereas a 
reduction in the Bank Rate encourages credit expansion.Due to 
the lack of a well- developed and properly organised bill 
market, the Bank Rate in India is essentially the rate at 
which the Reserve Bank of India provides credit to commercial 
banks. The Differential Rate of Interest Scheme is also 
introduced by the RBI in 1972. Under this scheme the commercial 
banks are asked to finance certain specified productive 
activities under-taken by economically and socially backward 
classes of people and socio-welfare organisations at the low 
rate of interest of 4 per cent per annum. 
Selective Credit Control: 
Selective Credit Control is usually applied to prevent 
speculative hoarding, with the help of bank credit, of certain 
essential commodities like food grains and basic r.aw materials 
to check an undue rise in their prices. The Reserve Bank of 
India uses the following three main instruments of Selective 
Credit Control : (i) minimum margin for lending against the 
value of specified securities, (ii) ceilings on the levels of 
credit and (iii) charging of minimum rate of interest on 
advances against specified commodities. The first two instru-
ments control the quantum of credit and the third has a bearing 
on the cost of credit. 
Moral Suasion: 
Moral Suasion is a mix of persuasion and pressures used by the 
RBI on the desirable expansion of bank credit, loan priorities, 
maintenance of liquid assets etc. ,^ 
1.3 BALANCE OF PAYMENTS PROBLEMS OF INDIA ,^ 
It is a well known fact that since independence, India's balance 
of trade has shown an adverse trend with the exception of the 
years 1972-73 and 1976-77 when there were some surpluses on 
this account. The effects of this trade gap on the balance of 
payments position has been adverse and increasingly disturb-
ing.During the last few years India's international trade has 
undergone considerable changes with regard to its composition, 
direction and volume. At the same time India has, for long, 
been facing problems in connection with her share in total 
world exports, prices of her exports^her terms of trade, 
increasing debt burden and shrinking of foreign aid etc. 
India's balance of payments problems can be seen under the 
heads of; (i) Merchandise trade account, (ii) Invisibles and 
Services (iii) LOng-term capital flows, (iv) Debt servicing 
problems and (v) Foreign exchange shortage. 
(i) Merchandise Trade Account: 
India's imports have always been in excess of exports except 
for the year 1976-77 when there was a surplus of Rs. 316.2 
crores. The mounting import bill for oil purchases, especially 
after the two oil price hikes in 1973-74 and 1979-80 
respectively, has also led to increasing deficits in balance 
of trade position of India. The trade deficit of India during 
1980-81 - 1984-85 rose to over Rs.30456 crores which has 
seriously aggravated the balance of payments problem. 
(ii) Invisibles and Services: 
India's invisible account was in surplus during the period 
1960-61 — 1965-66 mainly due to exchange control regulations 
on payments and also net receipts on transfer payments both 
private and official. But this was followed by deficits during 
the years 1966-67, 1967-68, 1969-70, 1970-71 and 1972-73 mainly 
on account of net payment on investment income. But from 1972-73 
onwards there was surplus on invisibles account, mainly due 
to surplus in the net receipts on items like travel, insurance 
and private transfer payments. Even with surplus on invisibles 
account it has not been possible for India to match the deficit 
in trade account so as to bring the current account into 
balance. This has been mainly due to the fact that deficit in 
merchandise trade account has increased at a much faster pace 
than the surplus on invisibles. 
(iii) Long-Term Capital Flows : 
Long-term capital inflow is not substantial enough to match 
the foreign capital requirements of India. 
(iv) Debt-Servicing Problems: 
The total volume of India's international debt has mounted. 
Total debt servicing consisting of amortisation and interest 
payments also assumed significant proportions after the 
middle of the sixties. Debt servicing charges on external 
borrowing from all sources have risen as percentage of export 
earnings from 8.5 per cent in 197 9 - 80 to 12.1 per cent in 
1984-85. 
(V) Foreign Exchange Shortage: 
The level of foreign exchange reserves played a major role 
in framing trade policies. But India experienced a continuous 
shortage of foreign-exchange reserves. The years 196 3-62, 
1962- 63, 1964-65, 1970-71, 1980-81 and 1981-82 were par-
ticularly critical in this regard. From the early seventies 
the foreign exchange reserve position of India improved. 
Foreign exchange reserves which fell from the peak of 5933.72 
crores of rupees in 1979-80 to 4023.56 crores of rupees in 
1981-82, i.e. by 32.2 per cent over the two years, steadily 
rose in the next three years, and stood at 7243.06 crores of 
rupees in 1984-85. 
1.4 BALANCE OF PAYMENTS ADJUSTMENT POLICIES 
Adjustment Policy, in general, endeavours to exert its effect 
on balance of payments by influencing a number of key variables 
like relative prices, output and expenditure, national income 
and the supply of money. There are basically two alternative 
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courses of action to remove the balance of payments deficit. 
The first is to finance the balance of payments deficit either 
by running down domestically held international reserves or 
by international borrowing. The second is to correct the 
deficit through the pursuit of appropriate balance of payments 
adjustment policies. It may be noted that financing and 
adjustment are not mutually exclusive and it is likely that 
a combination of financing and adjustment policies will be 
pursued. However, in the process of adjustment, exchange-rate 
depreciation or devaluation of the currency may be used. It 
is generally believed that a depreciating currency helps in 
expanding exports and contracting imports, thereby improving 
the balance of trade position of the country concerned. This 
is because when the value of the domesting currency in terms 
of foreign currency goes down, the exporters from the devaluing 
country find that it is more profitable to export, earn in 
foreign currency and convert it into larger amount of domestic 
currency. Besides, foreigners find it attractive to buy more 
goods because foreign currency now commands more of devalued 
currency, and prices remaining unchanged or not rising to the 
full value of devaluation, they can get more goods than before. 
On the import side, domestic purchasers will have to pay more 
for imports in terms of domestic currency and this is expected 
to reduce the demand for imported goods. 
Although devaluation as an effective adjustment policy is 
preferable but the argument against it in the Indian context, 
is that since most of India's exports have relatively 
inelastic demand in the international market, foreign ex-
change earnings from exports will not improve. Further the 
domestic cost of essential imports of capital goods and 
intermediate goods will go up leading to higher cost of 
11 
production in export industries, in particular, and a higher 
rate of general inflation. 
Since transactions between domestic and foreign residents 
involve money flowing in exchange for goods and services. The 
balance of payments adjustment in a deficit situation requires 
an increase in receipts relative to payments. A relative 
reduction in payments implies a reduction in the domestic 
absorption of goods relative to the production of goods. Since 
production cannot be increased in the short-run, therefore, 
adjustment will involve an absolute reduction in real domestic 
expenditure on domestic and foreign goods. A reduction in 
domestic expenditure may be achieved by means of pursuing a 
range of 'expenditure reducing' policies, such as contraction-
ary monetary and fiscal policies. 
1.5 OBJECTIVE OF THE STUDY 
The relevance of the structuralist versus monetarist approach 
to the balance of payments has been an extensively explored 
theme of discussion among the economists throughout the world 
particularly due to persistent rise in the price level and 
deterioration in the balance of payments of the developing 
countries. The empirical works of both the schools of thought 
about the causes of balance of payments problems have failed 
to throw conclusive evidence. According to structuralists, 
the agricultural, fiscal and foreign trade sectors are 
suffering from institutional rigidities which in one way or 
another is leading to high rates of inflation and deterioration 
in the balance of payments. On the other hand, monetarists 
argue that the balance of payments as a whole may be considered 
as a monetary phenomenon. In monetary terms, a balance of 
payments deficit may be seen as an indication of an excessive 
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real supply of money relative to demand. Creation of money at 
a rate faster than the rate at which real domestic output is 
increasing tends to cause inflation, and tends to generate a 
balance of payments deficit. The monetarist model of the 
balance of payments concludes that payment disequilibrium on 
exchange rate volatility are solely monetary in cause and are 
therefore the result of inappropriate domestic monetary 
policies. Against this background, the objective of the present 
study is to discern the line of reasoning and approach behind 
the course of monetary management which have had bearing on 
India's balance of payments position. More precisely, we shall 
test the following hypothesis: 
Metary management has exerted significant influence on the 
India's balance of payments. 
1.6 LIMITATIONS OF THE STUDY: 
This study has some limitations mainly owing to the absence 
of a consistent and comparable series on monetary aggregates 
for the period under study. Two breaks in the series could be 
identified, one in 1970 and the other in 1978. Due to widening 
the coverage of monetary statistics pursuant to the recommen-
dations of the Second Working Group of Money Supply, the figures 
of money stock measures for the period after 1970 are not 
comparable with the earlier series. Similarly, because of 
change in method of apportioning of saving bank deposits into 
demand and time liabilities series on Money Supply (Mi) compiled 
for the period subsequent to March 1978 are not comparable 
with that for the period 1970 to 1978. 
It may be noted that Money and International Trade constitute 
a vast and dynamic field of study. Therefore, despite all 
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efforts to make this study up to date, comprehensive and 
analytical deficiencies are bound to remain. 
1.7 METHODOLOGY AND SOURCES OF DATA 
In order to identify and analyse the important factors which 
have contributed to the fluctuations in the price level, demand 
for money, reserve flow, sterilisaton and various components 
of the balance of payments simple and multiple regression 
models are resorted. To estimate the equations we have used 
time series data for the period 19G0-61 - 1985-86. We selected 
this period obviously because it has been the most crucial 
period in the field of Money, Banking and International Trade 
of India. The basic data are taken from the various issues of 
the Reserve Bank of India publications like the RBI Bulletin, 
Annual Reports and Reports on Currency and Finance. Also from 
Economic Survey of Government of India, National Accounts 
statistics of CSO, International Financial Statistics of IMF 
and UNCTAD Handbook of International Trade and Development 
Statistics (l^ ewYork: United llations). 
It may be noted that the specification of the equations used 
in this study have been drawn from the studies of Mohsin Khan 
(1974), Sohrabuddin (1985), Sundararajan (1986), Kannan (1989) 
and Raghavan and Saggar (1989) v/ith slight variation.The model 
has both linear and log-linear equations. The behavioural 
equations are estimated by the method of ordinary least squares 
(OLS). Significance of the estimates has been tested at 5 per 
cent level. The suitability of the equations is examined 
through economic criteria like the appropriateness of the sign 
and the magnitude of the regression coefficient and statis-
tical criteria like coefficient of determination adjusted for 
degrees of freedom (R^), Duibin-Watson Statistic (DW), 
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standard Error of Estimate (SEE), F - value and t-values of 
the regression coefficients. 
1.8 PLAN OF THE STUDY 
The plan of the study is as follows : 
Chapter 2 discusses the monetary management in India. Chapter 
3 presents an analysis of nature and determinants of India's 
Balance of Payments. Chapter 4 presents an econometric model 
of India's Balance of Payments, 1960-61 to 1985-86. Chapter 
5 analyses the relevance of monetary approach to balance of 
payments theory in the Indian case through an econometric 
study. Finally chapter 6 gives a summary and the main 
conclusions of the study. 
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CHAPTER - II 
MONETARY MANAGEMENT IN INDIA : AN EMPIRICAL ANALYSIS 
1960 - 61 TO 1985-86 
2.1 INTRODUCTION 
In this Chapter the course of monetary management followed in 
India during the period from 1960-61 to 1985-86 will be 
analysed. The Plan of this Chapter is as follows: 
The objective of the monetary policy in India is briefly 
explained in Section 2.2. Income velocity of money and factors 
affecting the money supply and price level are examined in 
Section 2.3. Section 2.4 highlights the tools of monetary 
control of the Resrve Bank of India. Monetary policy of the 
Reserve Bank of India during the planning period is discussed 
in Section 2.5. The final section summarises the main 
conclusions of this chpater. 
2.2 OBJECTIVES OF MONETARY POLICY IN INDIA 
The objectives of monetary policy which has evolved over the 
past several years have been oriented towards the twin goals 
of facilitating the flow of an adequate volume of bank credit 
to industry, agriculture and trade to meet their genuine needs 
and provide selective encouragement to sectors which stand in 
need of special assistance such as the weaker sections of 
the community and the neglected sectors and areas in the country 
on the one hand and ensure that credit is not diverted for 
unproductive and socially undesirable purposes on the other. 
The Committee, which was appointed by the Reserve Bank of 
India in 1982 to review the working of the monetary system 
under the Chairmanship of Sukhamoy Chakravarty, in its 
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comprehensive report submitted in 1985 elaborates on the 
objectives that the monetary system should seek to perform the 
following tasks: 
a) Mobilising the savings of the community and enlarging 
the financial savings pool; 
b) Promoting efficiency in the allocation of the savings 
of the community to relatively more productive purposes 
in accordance with national economic goals; 
c) Enabling the resource needs of the major 'entrepreneur' 
inthe country, viz. the Government, to be met in 
adequate measure; 
d) Promoting price stabilty; and 
e) Promoting an efficient payments system. 
Among all the above objectives promoting price stability may 
be considered to constitute the core of monetary policy. 
2.3 COMPONENTS OF MONEY SUPPLY (Ml) AND INCOME VELOCITY OF 
MONEY 
As in general, it is known that in an 'under-bankised' economy, 
the currency forms a relatively large part of the total money 
supply whereas in developed countries, deposits form a large 
component of the money supply. In the light of this it can be 
easily observed from Table 2.1 that in India during 1960-61 
— 1985-86 the currency holding of the public recorded a higher 
share. However, it is also evident from the table that the 
percentage share of currency in money supply (Ml) has fallen 
more or less consistently. In India Supply of money is related 
to the high powered money (or reserve money) change in the 
Reserve Bank's Credit to government is a function of the fiscal 
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deficit of the government. Table 2.1 indicates that after 
1978-79, the Reserve Bank net credit to the government rose 
Substantially as a proportion of the reserve money. The primary 
expansionary factor is the steadily accelerating government 
expenditure which in turn leads to ever larger resort by the 
government to bank credit. 
The money supply and the rate of rise of real income are 
important factors which generate the inflationary or 
deflationary pressure. The argument is that when money supply 
moves faster than the rate of rise of income there is an 
inflationary pressure but when it moves slower there tends 
to be more price stability. Table 2.1 shows that income has 
risen less than money supply and there has been an underlying 
inflationary pressure. 
From tables 2.1 and 2.2 it can be observed that the income 
velocity of money (V) which is defined as (V =Yt/Ml ) the ratio 
of nominal income (Yt) to nominal money supply (Ml), during 
the first ten years from 1960-61 to 1969-70 was 5.31, during 
the next seven years from 1970-71 to 1976-77 it was 5.03 and 
during the last nine years from 1977-78 to 1985-86 it was 
5.21. The income velocity of money over the entire period from 
1960-61 to 1985-86 remained more or less stable around the 
value of 5.2 per year. The behaviour of V is fully consistent 
with our finding that the demand for money in India is a 
stable function of income and that the income elasticity of 
demand for money is near unity. During the period from 1961-62 
to 1985-86, the supply of money (Ml) has increased at an average 
annual rate of 11.47 per cent. During the first nine years 
from 1961-62 to 1969-70 the money supply (Ml) grew at any 
average annual rate of 9.04 per cent as against growth in 
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national income of 3.32 per cent at constant prices and an 
annual rise in the price level of the order of 6.32 per cent. 
The annual price rise during the next seven years from 1970-71 
to 1976-77 was as much as 9.56 per cent with national income 
at constant prices growing on the average at 3.07 per cent per 
annum. The average annual rise in money supply was of the order 
of 13.1 per cent. In the last nine year from 1977-78 to 1985-86 
money supply grew at an average annual rate of 12.64 per cent 
as against growth in national income of 4.32 per cent at 
constant prices and an annual rise in the price level of the 
order of 8.44 per cent. For the entire period (1961-62 to 
1985-86) the coefficient of variation of the rate of growth 
of Ml around the mean annual growth rate of 11.47 percent was 
32.69 per cent. For the first nine years from 1961-62 to 1969-79 
the coefficient of variation around the mean annual growth 
rate of 9.04 per cent for the sub-period was 17.92 per cent. 
For the Second seven years (1970-71-1976-77) the coefficient 
of variation around the mean annual growth rate of 13.1 per 
cent for the sub-period was 18.7 per cent. For the last nine 
years (1977-78 — 1985-86), the coefficient of variation around 
the mean annual growth rate of 12.64 per cent for the sub-period 
was 37.5 per cent. Above behaviour of Ml shows that there was 
highly erratic changes in the supply of money (Ml) during the 
period from 1977-78 to 1985- 86. This reflects the lack of 
control or concern of the Reserve Bank of India (RBI) regarding 
the behaviour of money supply. 
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FACTORS AFFECTING THE MONEY SUPPLY AND PRICE LEVEL 
According to the money multiplier approach the changes in money 
supply (Ml) are attributable to changes in reserve money (H) 
and money multiplier (m) . So in the money multiplier framework 
the supply of money equation can be written as : 
Ml = m H 
With the help of Table 2.1 analysis of the relative 
contributions of reserve money and money multiplier to the 
total changes in money stock (Ml) reveals that reserve money 
emerges as the main determinant, because the values of money 
multiplier throughout the period under study have been more 
or less constant. 
The changes in reserve money occur through Reserve Bank of 
India's net credit to Government, RBI's credit to commercial 
sector (including banks), RBI's net foreign exchange assets 
and other liabilities. But the volume of reserve money is 
largely determined by the RBI's net credit to Government, which 
is also recognised by the fiscal deficit of the Government. 
However, the increase in fiscal deficit of the Government 
increases money supply. The monetary expansion leads to 
increase in price level. In order to identify the important 
factor/factors which has/have contributed to the fluctuations 
in the general price level during the period of our study, 
several functional relationships are estimated by the method 
of ordinary least squares (OLS). 
The following equations are selected in view of the reasonably 
satisfactory fit, compared to other equations: 
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(1)P= 3.510+1.034 P-1 
(1.602) (31.916) 
R^  =0.976 
SE=5.856 
F(l,24) = 1018.652 
(2)P=18.285 + 0.0036(M1)-1 
(8.850) (27.975) 
R^  =0.969 
SE = 6.658 
F(l,24) = 782.608 
(3) P=-75.647 +0.00154 Yl 
(-13.985) (26.519) 
R^ =0.965 
SE = 7.012 
F(l,24) = 703.251 
(4)P=18.273 + 0.0032M1 
(8.216) (25.968) 
R^  = 0.964 
SE=7.156 
F(l,24) = 674.333 
(5) P =8.542 + 0.1237 Ml + 0.654 P -1 
(3.494) (3.183) (5.145) 
R^= 0.983 
SE = 4.984 
F(2,2i)= 708.219 
(6) P= -31.212 + 0.001587 Ml + 0.000798 Yl 
(-2.921) (4.491) (4.686) 
R^= 0.981 
SE = 5.22 
F(2,23)= 642.619 
The v a r i a b l e s used in the above equa t ions a re whole s a l e p r i c e 
index with base 1980-81 = 100 (P) previous year p r i c e l e v e l 
or p r i c e l e v e l with one per iod lag (P -1 ) , Money supply (Ml), 
p rev ious year money supply or money supply with one pe r iod lag 
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(Ml)-l and Net National Product at factor cost at 1980-81 
prices (Yl). 
It can be easily observed from the above equations that al] 
the individual equations have high degree of explanatory power 
and almost al the estimated coefficients are found to be 
statistically significant at 5 per cent level of significance. 
Equations (1), (2), (3) and (4) suggest that the influence of 
the previous year price onthe current year price is much larger 
(equation 1) than the money supply with one year lag (eqauation 
2) or National Income at consant prices (equation 3) or money 
suply without any lag (equation 4). Equation 5 suggests that 
the previous year's price level has larger influence on the 
current year price level than that of money supply. Equation 
6 suggests that income at constant prices has larger influence 
on the price level than that of money supply. 
From the above observations it can be concluded that money 
supply and price level are closely and significantly related. 
Empirical results also suggest that the lagged variables have 
larger explanatory power than the current variables. 
2.4 TOOLS OF MONETARY CONTROL OF THE RESERVE BANK OF INDIA 
The Reserve Bank of India has been using various instruments 
of quantitative as well as qualitative credit control from 
time to time. In this Section we shall first examine the 
development of the quantitative instruments and then the 
qualitative instruments. 
THE DEVELOPMENT OF QUANTITATIVE INSTRUMENTS 
The instruments of quantitative control are designed to 
affect the total volume of credit and hence total money 
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supply in the economy by affecting the lendable resources of 
the commercial banks. The brief history of the main instruments 
of the quantitative control used by the Reserve Bank of India 
are the following: 
(i) BANK RATE HISTORY 
The Bank Rate has been defined in Section 4 9 of the RBI Act 
as "the standard rate at which it (the Bank) is prepared to 
buy or rediscount bills of exchange or other commercial paper 
eligible for purchase under this Act". But in actual practice, 
in the absence of a genuine bill market and lack of eligible 
paper for discounting, the Bank Rate in India is essentially 
the rate at which the Reserve Bank extends advances to various 
categories of borrowers. The principle underlying the Bank 
Rate Policy is that changes in the Bank Rate are generally 
followed by corresponding changes inthe money market rates, 
making credit costlier or cheaper, and affecting its demand 
and supply. 
In practice the effect of a change in the Bank Rate depends 
on several factors such as the extent of commercial banks 
dependence on the Reserve Bank for funds, the availability 
of funds to banks from other sources, the extent to which 
other interest rates are directly influenced by changes inthe 
Bank Rate and the degree of importance attached to a change 
inthe Bank Rate as an indicator of the stance of monetary 
policy. 
The experience in India is that due to the above pre- conditions 
(for an effective Bank Rate policy) the Bank Rate as an 
instrument of monetary control is not very effective. Factors 
such as the dominance of the public sector, whose investment 
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requirements are cost inleastic, the high rate of inflation 
experienced since the mid-sixties and the inherent 
inflexibility involved in the use of Bank Rate, which rendered 
any minor change in the Bank Rate ineffective, and restricted 
availability of refinance facilities to banks over and above 
those earmarked for specific purposes have together 
contributed to the ineffectiveness of moderate changes inthe 
Bank Rate. 
According to S.B. Gupta, "the experience in India is 
that even as an instrument for controlling only the amount of 
bank borrowings, the bank rate is not very efficient. The 
most important reason is that by varying merely the bank rate, 
the Reserve Bank of India cannot vary the interest rate 
differential between the lending rates of banks and the cost 
of borrowed reserves - the factor which determines the extent 
of profitability to banks from borrowing ". 
The course of Bank Rate after the establishment of the Reserve 
Bank of India in April 1935 can be seen from the Table 2.3. 
From the table it can be observed that recourse to the Bank 
Rate in order to control monetary expansion has been limited 
especially since the mid-seventies. 
(ii) OPEN MARKET OPERATIONS (OMO) HISTORY 
By adopting the policy of open market operations the Central 
Bank resorts to the sale and purchase of government securities 
in the open market to control and regulate the volume of 
credit in the economy. At the time of inflation a sale of 
government securities to the commercial banks, insurance 
companies, business houses and individuals will lead to a fall 
in money supply or contraction. Conversely, if the monetary 
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authorities decide to stimulate the economy at a time of 
recession they may decide to buy securities from the 
institutions and individual and inject more money into 
circulation. 
In India Section 17(8) of the RBI Act confers legal powers 
onthe Reserve Bank to engage inthe purchase and sale of 
securities of the Central Government or a State Government of 
any maturity or of such securities of a local authority as 
may be specified in this behalf by the Central Government on 
the recommendation of the Bank's Central Board. Reserve Bank 
is also authorised under Section 17(2) (a) of the Act to purchase 
and sell commercial bills of short-term nature but in actual 
practice open market operations in India are confined to 
dealings in Government Securities excluding Treasury bills. 
At present the Reserve Bank deals only in the securities 
issues by the Central Government and not in those of State 
Governements or local authorities. According to Chakravarty 
Committee Report (1985), "for the conduct of open market 
operations as a monetary instrument the market for government 
securities should be well organised broad based and deep, so 
that central bank is in a position to sell and buy securities 
to the extent it considers desirable. A prerequisite for the 
emergence of such markets is that the rate of interest offered 
on government securities is competitive. Since these 
conditions are not met by the Indian capital market, open 
market operations are of minor importance as a monetary 
instrument though they save as an adjunct of fiscal policy in 
India to some extent". 
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iii) RESERVE REQUIREMENT HISTORY 
The technique of varying the reserve requirements has a sure 
and identifiable impact onthe credit creating capacity of banks 
and subsequently on the liquidity of the banking system. An 
increase in the reserve ratio is a contractionary measure which 
reduces the credit creating potential of the banks. While a 
reduction in the reserve ratio is an expansionary measure the 
Reserve Bank of India directly regulates the liquidity of the 
banking system by two complementary methods: (a) First, 
depositing in cash with the Reserve Bank of an amount equal 
to the percentage of deposits with each bank as prescribed 
from time to time, which is known as Cash Reserve Ratio (CRR), 
and (b) second maintenance by the bank of a proportion of its 
deposite liabilities inthe form of specified liquid assets, 
which is known as the Statutory Liquidity Ratio (SLR). 
(a) CASH RESERVE RATIO (CRR) 
Before October 1956, under the provisions of Reserve Bank of 
India Act, scheduled banks were required to maintain with the 
Reserve Bank, at the close of business on any day, a minimum 
cash reserve of 5 per cent of their demand liabilities and 2 
per cent of their time liabilities in India. The RBI Act was 
amended in October 1956 empowering the Reserve Bank to vary 
the minimum reserves between 5 per cent and 20 per cent of the 
banks demand liabilities and between 2 per cent and 8 per cent 
of their time liabilities in India. Since October 1956 the 
minimum reserve requirement relates to the average daily 
balance of banks with the Reserve Bank of India, i.e. the 
average of the balances held at the close of business on each 
day of the week Saturday to Friday. With an amendment to the 
RBI Act since March 29, 1985, these average balances are to 
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be maintained over each fortnight. The RBI Act was amended in 
September 1962 in which the distinction between demand and 
time liabilities for the purpose of reserve requirements was 
removed and a uniform minimum reserve requirement of 3 per 
cent of the aggregate of demand and time liabilities of banks 
was fixed. The Amendment Act also empowered the RBI to vary 
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the cash reserve rtio between 3 per cent and 15 per cent. 
Under section 18 of the Banking Regulation Act the CRR 
applicable to co-operative banks and non-scheduled banks is 3 
per cent of their total demand and time liabilities in India 
and this ratio is not being varied by the Reserve Bank unlike 
in the case of scheduled commercial banks. These categories 
of banks are allowed to maintain the cash reserve inthe form 
of cash with themselves or in current account with the Reserve 
Bank, the State Bank of India or any other bank notified in 
this behalf, or partly in cash and partly in such current 
account. 
The term "liabilities" of a bank for the purpose of computation 
of the CRR include net inter-bank liabilities (excess of 
inter-bank liabilities over inter-bank assets) and liabilities 
to others but excluding the paid-up capital, reserves, credit 
balance in the profit and loss account, and loans taken from 
the Reserve Bank, Industrial Development Bank of India (IDBI), 
Export Import Bank (EXIM) of India (with effect from January 
1, 1982 when the bank was established) and the National Bank 
for Agriculture and Rural Development (NABARD) (with effect 
from July 12, 1982 when it was established). If inter-bank 
assets exceed inter-bank liabilities the excess is ignored in 
calculating net liabilities. Any shortfall inthe maintenance 
of CRR attracts for payment of penal interest by a scheduled 
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bank at the rate of 3 per cent above the Bank Rate for the 
first week of default. But if the default is not made good at 
the rate of 5 per cent above the Bank Rate in respect of the 
second and each subsequent week till the stipulated minimum 
balance is restored. In addition to the penalty the Reserve 
Bank since March 30, 1979 disallowed access to its 
refinance/rediscount facility to defaulting banks and also 
charged additional interest of 3 per cent on the portion of 
the accommodation already obtained by them from the Reserve 
Bank equivalent to the extent of the shortfall. Apart from 
these stipulations defaults in regard to CRR attract graduated 
penalties from January 1, 1982 by way of loss of interest on 
the portion of their cash reserve eligible for payment of 
interest by the Reserve Bank. Under the graduated penalities 
scheme the penalty on the shortfall was waived as long as the 
shortfall did not exceed 4 per cent of the absolute amount of 
cash balances required to be maintained. In the case of 
shorfalls upto 3 per cent the banks were paid interest on the 
eligible balances actually maintained. 
From Table 2.4 we can observe that there is continuous increase 
in the CRR. The increase in CRR was intented to impound the 
cash reserves of the banks and to reduce their loanable 
capacity thereby immobilising excess liqudity with them in the 
context of rising prices. On the other hand, whenever CRR was 
reduced it was with a view to improving the liquidity of the 
banks to support increase in production. So, we can conclude 
that the CRR is a highly effective instrument of monetary 
regulation. Its quick and predicted impact makes it a very 
useful anti- inflationary tool and as such particularly suited 
to the Indian economy where a sudden rise in the price level 
occurs. 
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(b) STATUTORY LIQUIDITY RATIO (SLR) 
The Statutory Liquidity Ratio (SLR) was introduced in India 
to prevent banks from offsetting the impact of variable reserve 
requirements by liquidating their Government security 
holdings. Under the statutory liquidity requirement each bank 
is required to maintain a prescribed minimum proportion of 
its daily total demand and time liabilities in the form of 
designated liquid assets"^ . These liquid assets consit of (a) 
excess reserves (b) unencumbered Government and "other 
approved securities", and (c) current account balances with 
other banks. 
Originally, under the Banking Regulation Act 1949, banks had 
to maintain at the close of business every day, liquid assets 
in cash, gold or unencumbered approved securities amounting 
to not less than 20 per cent of the total demand and time 
Liabilities. The ratio of liquid assets to demand and time 
liabilities in India is known as the Statutory Liquidity Ratio 
(SLR). The SLR has been revised upward by the Reserve Bank of 
India from time to time, which can be observed from Table 2.5. 
The Reserve Bank of India has stepped up the liquidity ratio 
for two reasons . (i) higher liquidity ratio forces commercial 
banks to maintain a larger proportion of their resources in 
liquid form and thus reduces their capacity to grant loans and 
advances to business and industry - this has anti-inflationary 
impact, and (ii) a higher liquidity ratio diverts bank funds 
from loan and advances to investment in Government and other 
approved securities. 
However, it is evident from the above study that changes inthe 
Statutory Liquidity Ratio and the Cash Reserve Ratio have the 
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same effect on the capacity of commercial banks to create 
credit. 
(iv) REFINACE FACILITIES WITH RBI-^ 
The system of refinace provided by the RBI to the scheduled 
comercial banks is another major instrument of credit 
regulation flexibly used to foster the growth of concessional 
credit to specific sectors. Major modifications in the 
refinance facilities were undertaken in 1960. In October 1960 
RBI introduced a quota-cum-slab interest rate system. This 
system operated for four years from October 1960 to September 
1964. Under this system banks were given a basic quota equal 
to a specified percentage of the statutory cash reserve 
requirement. Upto this quota the banks could borrow from the 
Reserve Bank at the Bank Rate. In addiion to the basic quota 
additional quotas were also fixed and commercial banks were 
required to pay an interest rate higher than the Bank Rate for 
borrowings within this additional quotas. The lendings by the 
Reserve Bank to the commercial banks beyond their additonal 
quotas were entirely discretOjiiary. This system was not 
considered as an effective constraint on banks lending 
operations mainly because it failed to take into account the 
differences in asset distributin of the different banks and 
their ability to pass on their higher effective cost of funds 
to their borrowers by raising lending rates. 
To remove the above defects in September 1964 the RBI introduced 
a system of Differential Interest Rates based on the Net 
liquidity positions of the borrowing banks. The net liquidity 
assets were defined as the total of banks cash and balances 
with the Reserve Bank and other notified banks, balances in 
current account with other banks, the investment in Government 
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and other eligible securities and less borrowing from the 
Reserve Bank,the State Bank of India and the Industrial 
Development Bank of India. The minimum Net Liquidity Ratio was 
initially fixed at 28 per cent. The Reserve Bank agreed to 
grant credit to a bank at the prevailing Bank Rate if it 
maintained 28 per cent of the Net Liquidity Ratio (NLR). For 
every percentage point decline in the Net Liquidity Ratio below 
2 8 per cent the rate on entire amount of borrowings was to be 
raised by 1/2 per cent. The Net Liquidity Ratio was revised a 
number of times as is evident from Table 2.6. The rationale 
of the policy of the steady increase in NLR over the period 
was to discourage commercial banks' indulgence in excessive 
borrowings from the Reserve Bank of India. "With effect from 
July 1980 the facility of stand-by- refinance was made 
available only against the collateral of government securities 
and trustee securities, the rate of interest charged being 
lower than the discretionary rate. This was of course in 
addition to refinance provided against food procurement credit 
and export credit which in a sense is automatic beyond the 
threshold level fixed by RBI. The interest rate on 
stand-by-refinance is currently 12.5 per cent having been 
raised to this level in April 1985 consequent to the increase 
in the interest rates on government securities over the years. 
The minimum interest rate on discretionary refinance currently 
stands at 14.0 per cent, and the interest rate currently 
applicable to export refinance is 10.0 per cent. The rate for 
food refinance is currently 10.0 per cent which will go upto 
11.5 per cent effective October 1, 1985."^ 
The effectiveness of refinance as an instrument to regulate 
credit expansion is positively correlated to the degree of 
dependence of commercial banks on the Reserve Bank. 
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SELECTIVE CREDIT CONTROL (SCC) 
The Selective Credit Control weapons aim at regulating the 
distribution or direction of bank resourc€-s to particular 
sectors of the economy. The RBI has operated Selective Credit 
Control since May 1956. In India Selective Credit Control have 
been used to prevent hoarding with the help of bank credit 
of certain essential commodities like food grains and basic 
raw materials in order to check an undue rise in their prices. 
The main instruments of Selective Credit control used by the 
RBI are (i) minimum margins for lending against selected 
commodities (ii) Ceilings on the levels of credit and (iii) 
changing of minimum rate of interest on advances against 
specified commodities. All the three tools of control are 
operated and modified by the Reserve Bank from time to time 
in such manner as is considered appropriate to meet particular 
situations or to achieve the desired directional flow of 
credit. Since the SCC is basically used to discourage 
financing of speculative activity inthe economy, the control 
mechanism has been so operated as to ensure that the legitimate 
production or distribution needs of the concerned sector are 
not affected. The Credit Authorisation Scheme (CAS) introduced 
by the RBI in November 1965 is also a kind of selective credit 
control. Under this scheme "the Reserve Bank regulates not 
only the quantum but also the terms on which credit flows to 
the different large borrower^ , in order that credit is 
directed to genuine productive purposes, the credit is in 
accord with the needs of the borrowers , and there is no undue 
channelling of credit to any single borrower or group of 
borrowers" The CAS has been modified from time to time in 
the light of the prevailing economic situation. Originally, 
the minimum limit for prior authorisation for borrowers in the 
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private sector was fixed at Rs.1 crore. Now, with effect from 
April 4, 1986, it has been raised to Rs. 6 crores. Selective 
Credit Control is considered a useful supplement to general 
credit regulation and its effectiveness may be greatly enhanced 
when used together with general credit controls. 
INTEREST RATE POLICY 
Rate of interest is one of the instruments of monetary 
regulation. "The interst rate structure that has evolved in 
post- independence India is described as administered interest 
rate structure as the government controls a wide range of 
interest rates charged/offered by banks, financial 
institutions and other public sector government 
g 
organisation ". Here the bank rate is considered as the "pace 
q 
setter" to other market rates of interest becawse the money 
market rates adjust themselves almost automatically according 
to changes in the Bank Rate. 
The movements in the various interst rates over the period 
from 1960-61 - 1984-85 can be observed from the table 2.7. It 
is clear from the table that the level of all the interest 
rates has increased significantly and steadily although the 
extent of increase differs in the case of different rates. As 
the Bazar bill rate increased from 11.57 per cent in 1960-61 
to 23.40 per cent in 1976-77 Advance Rate of commerical banks 
increased from 6 per cent in 1960-61 to 14.9 per cent in 
1976-77, 12-Month Deposit Rate increased from 3.31 per cent 
in 1960-61 to 8 per cent in 1984-85 and Bank Rate increased 
from 4 per cent in 1960 61 to 10 percent in 1984-85. 
In order to increase the flow of assistance to preferred sectors 
like small-scale sector, agriculture, industrial units in 
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backward areas etc. Preferential interest rates were used quite 
frequently. Interest rate policy was also used in a flexible 
manner to attract deposits from non-resident Indians (NRI). 
However, the interest rate policy which has maintained the 
administered interest rate structure has been criticised on 
several grounds by many economists. M.K. Datar (1987) has 
listed the major criticisms of the policy of administered 
interest rates as follows: 
(i)The policy has resulted in low level of interest rates to 
depositors which affect the incentive for saving in the form 
of financial asset. 
(ii)The interest rate structure is inflexible, that it does 
not reflect market trends. Further the criterion for deciding 
the spread between various interest rates remains unspecified 
and is adhoc. 
(iii)The low level of interest rates on government bond 
adversely affects banks profitability. 
{iv)The policy to control distribution of credit among 
different sectors, etc., gives rise to credit rationing. This 
is inefficient. 
According to Chakravarty Committee Report (1985) the 
administered interest system has caused an incalculable harm 
to the Indian financial system and, therefore, it should be 
modified to meet the needs of the government as a major borrower 
and entrepreneur, augment the pool of savings, protect the 
interests of small saver, increase the flexibility to effect 
counter-cyclical variations in interest rates, promote more 
effective use of credit, etc. Therefore, the Committee has 
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recomme/ied that the ceiling on interest rates on bank loans 
and call loans should be abandoned and that the Treasury Bill 
rate, yields on Government Securities of all maturities and 
bank deposit rates, etc, should be appropriately raised so as 
to yield realistic and reasonable real rates of return to the 
holders of the claims. In the view of Committee there is a 
strong case for a much greater reliance on interest rate 
technique for promoting the effective use of credit and for 
short-term monetary management. 
MORAL SUASION 
Moral Suasion is a combination of pursuation and pressures 
which a Central Bank apply on banks for the desirable expansion 
of bank credit. It is exercised through advices, friendly 
persuasions, policy statements, public pronouncements, or 
outright appeal warnings that excessive expansion or 
contraction of bank credit might involve serious consequences 
for the banking system and the economy as a whole. In India 
the first experiment in respect of this technique was made 
just after the devaluation of the Rupee in September 1949 
when the Reserve Bank sent a circular letter to commercial 
banks urging them to exercise restraint in giving advances 
for speculative purposes. Since then the RBI is using the 
instrument of moral suasion regularly. The role of moral 
suasion as an effective instrument in India can be observed 
in the maintenance of the SLR by the banks. Statutorily banks 
have to maintain liquid assets equal to 25 per cent of their 
demand and time liabilities but as a result of moral suasion 
by the Reserve Bank they actually maintain liquid assets at 
a much higher level. "Moral suasion is a means of strengthening 
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mutual confidence and understanding between the monetary 
authority and the banks as well as financial institutions and 
therefore is an essential instrument of monetary regulation" 
2.5 MONETARY POLICY OF THE RESERVE BANK OF INDIA DURING THE 
PLANNING PERIOD 
Monetary Policy in India has been formulated and pursued in 
the context of economic planning whose main objective has be^ en 
to accelerate the process of economic growth. In this sectj.on 
we are going to present a brief summary of the monetary policy 
measures that were undertaken by the Reserve Bank of India 
during the Planning period. 
FIRST AND SECOND FIVE YEAR PLANS , 
The Reserve Bank of India during the First Five Year Plan 
(1951-52 — 1955-56) pursued a moderately restrictive monetary 
policy. The First Five Year Plan was launched in India at a 
time when inflationary pressures were building up. So in order 
to contain inflationary pressures the Bank Rate was raised 
from 3 per cent to 3.5 per cent with effect from November 15, 
1951. "Open market sale policy was followed which resulted in 
a fall in the prices of gilt-edged securites and a rise in 
their yields. This led to a monetary contraction and a decline 
in the general price level ." 
Monetary Policy followed during the Second Five Year Plan 
(1956-57 — 1960-61) was one of controlled expansion in the 
money supply which aimed at providing the necessary credit for 
economic growth on the one hand and preventing the emergence 
of inflationary pressures onthe other. 
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Emphasis given on the capital goods industries during the 
Second Plan created a built-in inflationary potential. The 
Reserve Bank was given powers in 1956 to vary the reserve 
ratios between 5 per cent and 20 per cent of the banks demand 
liabilities and between 2 per cent and 8 per cent of their 
time liabilities in India. The selective credit control measure 
was also introduced for the first time in May 1956 to check 
speculative holdings of essential commodities. The Bank Rate 
was raised to 4 per cent with effect from May 16, 1957 and the 
restrictive credit stance of the Reserve Bank was conveyed to 
the banks through Moral Suasion. Despite the effective use of 
the insruments of quantitative and qualitative controls the 
role of monetary policy has remained limited during the Second 
Plan because of heavy reliance on deficit financing by the 
government, low output growth and rapid increase inthe price 
level. 
THIRD FIVE YEAR PLAN (1961-61 - 1965-66)AND ANNUAL PLANS (1966-69) 
During the Third Five Year Plan M3 (Broad Money ) grew at an 
average annual rate of 9.11 per cent as against growth in 
national income of 2.41 per cent at constant prices and an 
annual rise in the price level of the order of 5.65 per cent 
(Table 2.8). The wars with China (1962) and Pakistan (1965) 
resulted in large increases in defence expenditure and 
contributed to the overall rise in the level of government 
expenditures. Further the two consecutive drought years 
1965-66 and 1966-67 led to the unprecedented food crisis and 
inflationary spurt in prices. The above factors forced the 
monetary authority to follow a rigorous credit policy. Reserve 
Bank raised the Bank Rate from 4.5 per cent in September 1964 
and to 6 per cent in February 1965. Reserve bank also operated 
a quota-cum-slab system with effect from October 1960 for 
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providing refinance with the view to exercise credit restraint. 
But due to ineffectiveness of this system the RBI replaced it 
by a system of differential rates with effect from September 
1964. The Statutory Liquidity Ratio was raised from 20 per 
cent to 25 per cent in September 1964 and the interest rates 
on bank deposits which were earlier determined by an agreement 
amongst the major banks came under the regulation of the Reserve 
Bank of India. With a view to regulate large lendings to 
relatively big borrowers the Reserve Bank introduced the Credit 
Authorisation Scheme (CAS) in November 1965. Under this Scheme 
RBI regulated not only the quantum but also the terms on which 
credit flows to different borrowers. To insure that the credit 
is directed to genuine productive purposes the credit was made 
according to the needs of the borrowers and there was no undue 
channelling of credit to any single borrower or group of 
borrowers. This Scheme has been modified from time to time in 
the light of the prevailing economic situation. But the above 
measures taken by the Reserve Bank failed to contain 
inflationary pressures during the Third Five Year Plan period. 
However, inflationary rise in price halted in 1968-69 mostly 
due to the good performance of the economy on the production 
front and increase in national income by 8.22 per cent in 
1967-68. The three year period of 1966-69 which was covered 
by a series of Annual Plans was notable for the start of the 
Green Revolution involving larger flow of "credit for food 
procurement, which was stepped up from 1.4 million tonnes in 
1964 to more than 4 million tonnes a year during the next three 
years. In response to the easing of inflationary pressures the 
Bank Rate was lowered down to 5 per cent from 6 per cent on 
March 2, 1968 and the ceiling on bank lending rates was brought 
down from 10 per cent to 9.5 per cent. 
39 
FOURTH FIVE YEAR PLAN (1969-74) 
The nationalisation of 14 major Indian sheduled commercial 
banks in July 1969 and their rapid all round growth in terms 
of bank offices, deposits, credit, investments, geographical 
spread and diversity of functions was a unique feature of the 
Fourth Plan. Due to a significant rise in output in 1969-70 
and 1970-71 there was an easing of inflationary pressures 
during the first two years of the Fourth Plan. But the sharp 
rise in bank credit in the later half of 1969-70 was followed 
by restrictive credit control measures in the form of a rise 
in the Net Liquidity Ratio (NLR ), which was raised twice first 
from 31 per cent to 34 per cent in three stages between April 
24, 1970 and January 29, 1971 and a second time from 34 per 
cent to 37 per cent in two stages in March 1973. In the last 
three years of the Fourth Plan there was a strong build-up of 
inflationary pressures due to low rate of growth of national 
income and substantial increase in government expenditures on 
defence and evacuee relief operations. Therefore, the monetary 
authority increased the Statutory Liquidity Ratio (SLR) from 
29 per cent in August 1972 to 30 per cent in November 1972 and 
further to 32 per cent in December 1973. The Bank Rate was 
raised from 6 per cent to 7 per cent in May 1973. The Cash 
Reserve Ratio (CRR) was raised from 3 per cent to 5 per cent 
in June 197 3 and further to 7 per cent in September 197 3. In 
this way the Reserve Bank used all the weapons in its arsenal 
but all the measures proved ineffective in controlling the 
rise in prices. During the whole of the Fourth Plan M3 rose 
at an average annual rate of 16.18 per cent, national income 
rose at an annual average of 3.29 per cent and reserve money 
rose at an average annual rate of 12.38 per cent. 
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FIFTH FIVE YEAR PLAN (1974-75 - 1978-79) 
The first year of the Fifth Plan experienced a severe strain, 
in terms of the rise tn the inflationary pressures, on the 
economy. So a dear monetary policy was followed by the monetary 
authority by increasing Bank Rate, rates of interest on bank 
advance and minimum Statutory Liquidity Ratio. Apart from dear 
monetary policy a number of fiscal measures which included 
curtailment of government expenditures, restrictions on 
dividend payments, compulsory deposits by income tax payers 
reinforced by an unprecedented increase in the Bank Rate by 2 
percentage points in July 1974 and impounding of a part of 
cost of living allowances etc. were also undertaken to check 
spiralling inflation. These measures had the desired effect 
on the price level. Monetary control measures were eased in 
1974 when CRR was brought down from 7 per cent to 5 per cent 
in June 1974 and further reduced to 4.5 per cent and again to 
4 per cent in December 1974. The Net Liquidity Ratio was lowered 
from 40 per cent to 39 percent in December 1974. Due to rise 
in the inflow of remittances from nonresident Indians net 
foreign exchange assets of the Reserve Bank rose by. Rs. 687 
crores in 1975-76 and by Rs. 1464 crores in 1976-77. But a 
steep rise in Reserve Bank Credit to Government and increase 
in refinance to banks led to increase in reseve money by Rs. 
1647 crores in 1977-78. Monetary policy during 1975-76 and 
1976-77 remained restrictive though certain selective 
liberalisations were made to step up industrial development 
and promote export. There was a sharp increase in broad money 
(M3) in 1976-77 which necessitated an increase of the Cash 
Reserve Ratio from 4 per cent to 6 per cent in two stages 
between September 1976 and November 1976. After this the banks 
were called upon to deposit with RBI 10 per cent of their 
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incremental demand and time deposits occuring between January 
14, 1977 and October 31, 1980. During the Fifth Five Year Plan 
reserve money rose at an average rate of 12.93 per cent per 
annum, broad money rose at an average of 17.89 per cent, 
national income rose at an average of 5 per cent and prices 
rose at an annual average of 7.54 per cent. 
SIXTH FIVE YEAR PLAN (1980-81 - 1984-85) 
Drought in 1979-80 brought about a decline in the output and 
increase in price by 20.3 per cent in the first year of the 
Sixth Plan (1980-81). So, in order to check the inflationary 
rise in prices more determined efforts were made by the monetary 
authority in 1981-82 in which the Bank Rate was raised from 9 
per cent to 10 per cent in July 1981, the Statutory Liquidity 
Ratio was raised from 34 per cent to 35 per cent in October 
1981 and the Cash Reserve Ratio was raised from 6 per cent to 
7.75 per cent in January 1982. In July 1983 and August 1983 
the Cash Reserve Ratio was raised to 8 per cent and 8.5 per 
cent, respectively. Besides these developments in CRR, the 
banks were required to keep 10 per cent of their incremental 
demand and time deposits accruing after November 11, 1983 with 
the Reserve Bank of India. The Cash Reserve Ratio was further 
raised to 9 per cent in February 1984. The Statutory Liquidity 
Ratio was also raised from 35 per cent to 36 per cent in 
September 1984. 
During the Sixth Plan, the above measures were taken in the 
context of continued excess liquidity in the banking system 
and with the view to ensure a better alignment between the 
source and uses of funds without hindering the flow of credit 
for productive purposes in any way. During the entire Sixth 
Five Year Plan the annual average rate of increase in reserve 
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money was 12 per cent. Broad Money (M3) 16.87 per cent, national 
income 4.93 per cent and prices 10.28 per cent. 
2.6 CONCLUDING REMARKS 
Summarily, we can say that in the face of persistent inflation 
in India the fundamental objective of monetary policy has been 
to maintain price stability and channelling of credit into the 
productive sectors. For regulating the cost of credit and the 
quantity of credit the RBI has used quantitative and 
qualitative techniques of monetary control. The analysis of 
all the major monetary control techniques during the period 
of our study discloses that the Cash Reserve Ratio has been 
the most widely used instrument of credit control. The RBI 
formulated and implemented many sound monetary policies. But 
the good aspect of monetary policy is ruined because of (i) 
bad central fiscal policy, (ii) the absence of financial 
discipline, (iii) lack of coordination between the organised 
and unorganised money market, and (iv) the lack of coordination 
between fiscal and monetary polices. The monetisation of public 
debt is the most serious phenomenon which has made monetary 
policy of India ineffective in controlling the increase in 
money supply and the consequent rate of inflation. 
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T A B L E 
COMPONENTS OF MONEY SUPPLY AND INCOME VELOCITY OF 
MONEY IN INDIA 
YEAR (R 
1960-6-1 
1961-62 
196E-63 
1963-64 
1964-65 
1965-66 
1966-67 
1967-68 
1968-69 
1969-70 
1970-71 
1971-7S 
1972-73 
1973-74 
1974-75 
1975-76 
1976-77 
1977-78 
1978-79 
1979-80 
19S0-S1 
1981-82 
1982-83 
1983-84 
1984-85 
1985-86 
Ml 
S.CRORES) 
2869 
3046 
3310 
3752 
4080 
4529 
4950 
5350 
5779 
6387 
7321 
8320 
9684 
11172 
11911 
13143 
15609 
14388 
17229 
19953 
23117 
24729 
28535 
33066 
39649 
43599 
PERCENTAGE 
INCREASE 
DURING 
THE YEAR 
5.5 
6.2 
8.7 
13.4 
8.7 
11.0 
9.3 
8.1 
8.0 
10.5 
1376 
16.4 
15.4 
6.6 
10.3 
18.3 
1977 
15.8 
15.9 
7.0 
15.4 
15.9 
19.9 
10.0 
CURRENCY INCLUDING COINS 
RS. CRORES 
2098 
2201 
2379 
2606 
2769 
3034 
3197 
3376 
3682 
4011 
4367 
4800 
5420 
6308 
6348 
6704 
7873 
8631 
10220 
11687 
13464 
14492 
16659 
19553 
22664 
25168 
AS 7. OF 
MONEY SUPPLY 
73.1 
72.3 
71.9 
69.5 
67.9 
67.0 
64.6 
63.1 
63.7 
62.8 
59.7 
57.7 
56.0 
56.5 
53.3 
51.0 
50.4 
60.0 
59.3 
58.6 
58.2 
58.6 
58.4 
59.1 
57.2 
57.7 
TABLE E. I (Conld.) 
CIS?RENT DEPffilTS 
RS. CRDRES 
771 
645 
931 
1146 
1211 
14*5 
1753 
1974 
E097 
E376 
E954 
issa 
4264 
4864 
5563 
6439 
7757 
5757 
im 
a266 
9653 
iom 
11876 
1S13 
16915 
16431 
fiSZCF 
roe' ajppLY 
26.9 
27.3 
28.1 
S).5 
22.1 
33=0 
S.4 
36.9 
%.3 
37.2 
40.3 
42.3 
44.0 
«.5 
46.7 
49.0 
49.6 
40.0 
40.7 
41.4 
41.8 
41.4 
41.6 
43.9 
42.8 
42.3 
feCENTAff SmE IN 
ADDITI0I«1 MfflEY ajPHY (Ml) 
OJRRENCY 
112.1 
58.2 
67.4 
51.4 
49.7 
59.0 
^ .7 
44.8 
71.3 
54.1 
«r3 
45.5 
59.7 
5.4 
29.0 
47.4 
55^ 
54.0 
56.1 
63.S 
56.9 
64.0 
47.3 
63.4 
DEPtSITS 
-12.1 
41.8 
32.6 
48.6 
50.3 
41.0 
61.3 
55.2 
mj 
45.9 
56.7 
54.5 
40.3 
94.6 
71.0 
S.4 
iTi 
46.0 
43.9 
36.2 
43 .1 
%.Q 
g.7 
36.6 
m 
SRS CRORES) 
2794.5 
2B7.5 
3178.0 
3531.0 
3916.0 
4304.9 
4739.5 
5150.0 
5564.5 
«m.o 
68S4.0 
7S0.5 
9002.0 
10^.0 
11541.5 
1^7.0 
14376.0 
14998.5 
15808.5 
18591.0 
21535.0 
S9S.0 
26632.0 
3!%SM).5 
36357.5 
41624.0 
Yt 
(RS. CRORES) 
14160 
14857 
15844 
16141 
21245 
22107 
SS65 
2^97 
31160 
34259 
36362 
38583 
42912 
S241 
61194 
64K1 
69408 
79671 
85S5 
9S14 
110464 
128457 
141S1 
165618 
164354 
mmi 
Vt 
5.07 
5.ffl 
4.99 
5.14 
5.43 
5.14 
5.29 
5.75 
5M 
5.63 
5.31 
4.93 
4.71 
5.01 
5.S) 
5.15 
4 . ^ 
5.31 
5.39 
4.97 
5.13 
5.37 
5.31 
5 . ^ 
5.07 
4.9& 
TABLE E.-1 ( C o n t d . ) 
GM-1 
<7.) 
oiTs3 
07.46 
•11.11 
10.90 
09.93 
10.09 
08.66 
08.05 
09.3E 
12.67 
•14.-10 
15. 1 1 
15.84 
10.68 
08.54 
14.76 
04.33 
05.40 
-17.60 
15.84 
1 1.09 
1 1.32 
-15.65 
18.04 
14.48 
H 
(RS. CRORES 
2126 
2214 
2388 
2611 
2827 
3043 
3273 
3472 
3767 
4151 
4577 
5052 
5532 
6777 
7244 
7486 
8589 
10236 
12335 
15193 
17198 
19612 
21854 
25115 
30040 
35258 
GH 
1 (7.) 
4714 
7.86 
9.34 
8.27 
4.47 
7.56 
6.08 
8.49 
9.25 
10.26 
10.38 
9.50 
22.51 
6.89 
3.34 
14.73 
19.18 
20.51 
23.17 
13.20 
14.04 
11.43 
14.92 
19.61 
17.37 
m 
1.35 
1.38 
1.39 
1.44 
1.44 
1.49 
1.51 
1.54 
1.53 
1.54 
1.60 
1.65 
1.75 
1.65 
1.64 
1.76 
1.82 
1.41 
1.40 
1.31 
1.34 
1.26 
1.31 
1.32 
1.32 
1.24 
Y1 
(RS. CRORES) 
58602 
60168 
61165 
64216 
68942 
65734 
66089 
71519 
73285 
78177 
82211 
82675 
81991 
86010 
87116 
95433 
96253 
103670 
109466 
102937 
110484 
116851 
119258 
128837 
133341 
139805 
GY1 
<7.) 
2767 
1.66 
4.99 
7.36 
-4.65 
0.54 
8.22 
2.47 
6.66 
5.16 
0.56 
-0.83 
4.90 
1.29 
9.55 
0.86 
7.71 
5.59 
-5.96 
7.33 
5.76 
2.06 
8.03 
3.49 
4.85 
p 
21.86 
EE.38 
E3.19 
24.04 
26.54 
28.71 
32.14 
36.98 
36.82 
37.59 
39.89 
41.90 
45.61 
53.07 
68.24 
70.90 
69.53 
74.77 
74.61 
83.12 
100.00 
112.24 
114.97 
124.03 
134.63 
142,40 
7. CHANGE IN P 
OVER PREVIOUS 
YEftR 
2T38 
3.62 
3.67 
10.39 
8.18 
11.95 
15.06 
-0.43 
2.09 
6.12 
5.04 
8.85 
16.36 
28.58 
3.89 
-1.93 
7.54 
-0.21 
11.41 
20.31 
12.24 
2.43 
7.88 
8.55 
5.77 
TABLE 2.1 (Conld.) 
BROAD MONEY 
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RS CRORES 
3969 
4243 
4553 
5037 
5498 
6134 
6817 
7460 
8306 
9336 
10958 
12690 
15033 
17571 
19457 
22286 
27290 
32906 
39861 
46801 
55358 
62426 
72868 
85899 
101957 
118110 
7. CHANGE IN M3 
OVER PREVIOUS 
YEAR 
T.% 
7.31 
10,63 
9.15 
11,57 
11.13 
9.43 
11.34 
12.40 
17.37 
15.81 
18.46 
16.88 
10.73 
14.54 
22.45 
20.58 
21.14 
17.41 
18.28 
12.77 
16.73 
17.88 
18.69 
15.84 
NET RBI CREDIT 
TO GOVT. 
(RS. CRORES) 
1899 
2068 
2266 
2467 
2587 
3003 
3096 
3262 
3504 
3517 
3643 
4689 
5472 
6233 
6655 
6915 
7218 
7387 
9001 
11804 
16443 
20440 
22948 
26625 
29774 
a!901 
NET RBI CREDIT TO 
GOVT. AS 7. OF 
RESERVE MONEY 
89,32 
93.41 
94,89 
94.48 
91,51 
98.69 
94,59 
93.95 
93.02 
84.73 
83.96 
92.81 
98.92 
91.97 
91.87 
92.37 
84,04 
72.17 
72.97 
77.69 
95.61 
104.22 
105.01 
106.01 
99.11 
110.33 
Notation 
Ml = Stock of money on last Friday of current financial 
year; 
Ml = (Mt + Mt-l)/2 = Two year moving average of Ml centered 
at the middle of the current year; 
Yt = Net National Product at Factor Cost (Current Prices); 
Vt = Yt/Ml Current year Income Velocity of Money (per year); 
Grtl/= (Mt ~ Mt-1)/Mt-1 X 100; 
P= Wholesale Price Index (1980-81 = 100) 
H = Reserve Money; 
GH = (Ht - Ht-1)/Ht-1 X 100; 
m= Ml/H 
Yl =Net National Product at factor cost at 1980-81 prices. 
GYl = (Yt - Yt-1)/Yt-1 X 100 
Sources: Government of India, Economic Survey, 1989-90, 
Reserve Bank of India, Report on Currency and Finance (various 
issues) Economic Intelligence Service, Basic Statistics 
Relating to the Indian Economy, vol. I, August 1988, ALL INDIA 
CMIE BOMBAY, and IMF, International Financial Statistics : 
Various issues. 
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T A B L E E.2 
AVERAGE ANNUAL GROWTH RATES CF RESERVE MONEY (H), MONEY SUPPLY (Ml), INCOME (YD 
PRICE (P) AND INCOME VELOCITY OF MONEY (V) 
PERIOD H Ml Y1 P V C.V. OF THE RATE 0 
GROWTH OF m 
1961-62 - 1969-70 7.27 9.04 3.32 6.32 5.33 17.92 
1970-71 - 1976-77 11.09 13.1 3.07 9.56 5.03 18.70 
1977-78 - 1985-86 17.05 12.64 4.32 8.44 5.21 37.50 
1961-62-1985-86 11.86 11.47 3.61 7.99 5.20 32.69 
Source : computed from data given in Table 2.1 
Table E.3: Bank Rate in India 
Effective From Level of Bank Rate 
(per cent per annum) 
November 
November 
May 
January 
September 
February 
March 
January 
May 
July 
July 
HS, 
15, 
•16, 
03, 
26, 
17, 
02, 
09, 
31, 
23, 
12, 
1935 
1951 
1957 
1963 
1964 
1965 
1968 
1971 
1973 
1974 
1981 
3.0 
3.5 
4.0 
4.5 
5.0 
6.0 
5.0 
6.0 
7.0 
9.0 
10.0 
Table 2.4 : Changes in the Cash Reserve Ratio (CRR) 
1. 
2. 
3. 
4. 
5. 
6. 
7. 
8. 
9. 
10. 
11. 
12. 
13. 
14. 
15. 
16. 
17. 
18. 
19. 
20. 
21. 
22. 
Effective From 
September 
June 
September 
September 
June 
December 
December 
September 
November 
Incremental 
incrBmental 
January 
October 
July 
August 
November 
December 
January 
April 
June 
May 
July 
August 
Incremetnal 
accruing aft 
November 
February 
16, 
29, 
08, 
22, 
29, 
14, 
28, 
04, 
13, 
Cash Resei 
deposi 
31, 
31, 
21, 
27, 
25, 
29, 
09, 
11» 
27, 
29, 
27, 
CRR of 
;er 
11, 
04, 
ts 
10 
1962 
1973 
1973 
1973 
1974 
1974 
1974 
1976 
1976 
rve Ratio 
Per 
Se T 
(CRR) 
cer 
ime 
of 
3iccruing to bank 
1977 and 
1980. 
1981 
1981 
1981 
1981 
1982 
1982 
1982 
1983 
1983 
1983 
per cent 
1983 
1984 
It 
L; 
of Net Demand 
mkilitiesiDTL) 
3 
5 
6 
7 
5 
4.5 
4 
5 
6 
10 per cent on the 
:s between 
6.5 
7 
7.25 
7.50 
7.75 
7.25 
7.00 
7.50 
8.00 
8.50 
of the incremental deposits 
9.00 
Table E.5: Changes xn Statutory Liquidity Ratio (SLR) 
Year Month Changes in SLR 
From 
Percent 
EO 
25 
Zb 
27 
28 
29 
30 
32 
33 
34 
34. 
35 
35. 
36 
36. 
5 
5 
5 
To 
25 
26 
27 
2S 
29 
30 
32 
33 
34 
34.5 
35 
35.5 
36 
36.5 
37 
1964 
•1970 
1970 
1970 
1972 
1972 
1973 
1974 
1978 
•1981 
1981 
1984 
1984 
1985 
1985 
September 
February 
April 
August 
August 
November 
December 
June 
December 
September 
October 
July 
September 
June 
July 
Table E.6 : Changes in Net Liquidity Ratio (NLR) 
Effective From Level of NLR <7.) 
September E6, 1964 
February 
February 
April 
August 
January 
November 
March 
June 
September 
December 
November 
•17, 
IS, 
24, 
HS, 
29, 
•17, 
30, 
29, 
08, 
28, 
01. 
1965 
1970 
•1970 
1970 
1971 
1972 
1973 
1973 
1973 
1974 
. 1975 
28 
30 
31 
32 
33 
34 
36 
37 
39 
40 
39 
Abolished 
a decade 
after over 
YEAR 
1959-60 
1960-61 
1961-6E 
1962-63 
1963-64 
1964-65 
1965-66 
1966-67 
1967-68 
1968-69 
1969-70 
1970-71 
1971-72 
1972-73 
1973-74 
1974-75 
1975-76 
1976-77 
1977-78 
1978-79 
1979-80 
1980-81 
1981-82 
BANK 
RATE 
4.00 
4.00 
4.00 
4.13 
4.50 
4.37 
6.00 
6.00 
5.02 
5.00 
5.00 
5.25 
6.00 
6.00 
6.83 
8.33 
9.00 
9.00 
9.00 
9,00 
9.00 
9.00 
9.75 
1982-83 10.00 
1983-84 10.00 
1984-85 10.00 
1985-66 10.00 
T A B L E 2 . 7 
NOMINAL INTEREST RATES IN INDIA 
BOMBAY CALL BAZAR 
MONEY 
RATE 
3.02 
4.09 
4.15 
3.92 
4.02 
4.32 
6.38 
5.08 
4.61 
3.95 
4.28 
6.58 
5.16 
4.00 
8.25 
13.74 
10.47 
10.91 
8.76 
7,84 
8.49 
7.12 
8.96 
8.78 
8.63 
9.95 
10.00 
BILL 
RATE 
10.76 
11.57 
12.72 
12.82 
13.33 
14.07 
15.70 
16,60 
17.35 
17.86 
17,61 
19.12 
19.62 
18.61 
20,37 
20,71 
21,98 
23.40 
N.A 
N.A 
N.A 
N.A 
N.A 
N.A 
N.A 
N.A 
N.A 
12 MONTH 
DEPOSIT 
RATE 
3.23 
3.31 
3.97 
3.99 
4.00 
4.79 
5.50 
6.00 
6.00 
5.50 
5.50 
6.00 
6.00 
6.00 
6.00 
7.65 
8.00 
8,00 
6,00 
6,00 
7.00 
7.50 
8.00 
8.00 
8.00 
8.00 
N.A 
ADVANCE 
RATE 
(SCB) 
5,9 
6.0 
6.2 
6.7 
7,6 
8,3 
8,7 
8.7 
8.7 
8.40 
8,30 
9,30 
9,70 
9.80 
10,30 
13.90 
14.60 
14.90 
13.00« 
13.00« 
16.50* 
16.50* 
16.50« 
16.50* 
16.50* 
16.50* 
16.50* 
YIELD ON 
GOVT. 
BONDS 
4.05 
4.06 
4.16 
4.49 
4.66 
4.80 
5.46 
5.57 
5,45 
4,99 
5.48 
5.53 
5.63 
5.62 
5.74 
6.39 
6.48 
6.47 
6.46 
6.73 
6.98 
7.49 
8.00 
9.00 
10.00 
10.50 
N.A 
YIELD ON 
ORDINARY 
SHARES 
4.37 
4,88 
4.67 
4.85 
4.90 
5.58 
6.49 
6.01 
6.41 
5.31 
4.49 
4.31 
5.00 
5.38 
5.59 
3.93 
5.43 
6.14 
6.47 
5.66 
5.88 
5.88 
5.51 
5.86 
5.18 
4.79 
3.21 
* SBI Advance Rale 
Sources '• Brahmananda P.R., Interest Policy in India. 
Dr. Muranjan, S,K,, Memorial Lecture, 1982 (ininieo) 
Gupta, S.B.,HonEtary planning for India, Oxford, 1979. 
RBI, Reports on currency and Finance. 
Reproduced from M.k. Dallar, "Some Aspects of Interest rate policy m 
India" in Brahmananda and Panchmukhi (ed).. The Development process of the 
Indian Economy, Himalaya Publishing House, 1987, pp. 970-72. 
T A B L E 2 . 8 
I10I€Y, OUTPUT AND PRICES (AVERAGE ANNUAL GROWTH RATES) PERCENT 
PERIOD H «1 113 Y1 
1. THIRD FIVE YEAR PLAN 6.8E 
(1961-62 TO 1965-66) 
2. ANNUAL PLANS 7.38 
(1966-67 TO 1968-69) 
3. FOURTH FIVE YEAR PLAN 12.38 
(1969-70 JO 1973-74) 
4. FIFTH FIVE YEAR PLAN 12.93 
(1974-75 TO 1978-79) 
5. 1979-80 23.17 
6. SIXTH FIVE YEAR PLAN 12.00 
(1980-81 TO 1984-85) 
Source : Computed from data given in table 2.1 
9.59 
8.46 
14.11 
9.53 
15.81 
17.96 
9.11 
10.63 
16.18 
17,89 
17.41 
16.87 
2.41 
3.74 
3.29 
5.00 
-5.96 
4.93 
5.65 
8.86 
7.69 
7.54 
11.41 
10.28 
CHAPTER III 
INDIA'S BALANCE OF PAYMENTS: AN ANALYSIS 
OF NATURE AND DETERMINANTS 
3.1 INTRODUCTION 
The balance of payments of a country is a systematic record 
of all economic transactions between the 'residents' of a 
country and the rest of the world, over a specified period, 
usally one year. All the transactions that enter into the 
balance of payments are recorded according to double entry 
book keeping methods. Under the internationally accepted 
convention of the double-entry system, credit entries are 
used to record exports of goods and services, income receivable 
and financial transaction involving either a reduction in the 
country's foreign financial assets or an increase in its 
financial liabilities. Conversely, debit entries are used to 
record imports of goods and services, income payable and 
financial transactions involving either an increase in foreign 
financial assets or a decrease in foreign liabilities. As a 
result of the adoption of the double - entry recording system 
the sum of all credit entries should, in principle, be exactly 
equal to the sum of debit entries for the given period. In 
practice, as different sources areused for recording different 
transactions, some transactions are not measured accurately 
(errors) while others may not be measured at all (ommissions). 
Equality between the sum of the credit and debit entries is, 
therefore, brought about by inclusion of a balancing item which 
reflects net errors and ommissions. 
In a Balance of Payments accounting two major accounts of the 
balance of payments of India are the current account and the 
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capital account. The current account consists of all transac-
tions relating to trading transactions in goods and services 
{and unilateral transfer such as gifts and grants etc.)* 
Service or invisible transactions include items such as travel, 
transportation services, payment for banking and insurance 
services, payment of interest on foreign investment etc. On 
the whole current account of the balance of payments includes 
three items namely, (1) Merchandise trade i.e. visible trade 
relating to imports and exports; (2) Invisible trade, viz. 
receipts and payments for such services as shipping, banking, 
insurance, travel etc. and (3) Unilateral transfers, such as 
donations. Therefore, current account shows whether India has 
a favourable balance of deficit balance of payments in any 
given year. 
The capital account in the balance of payments measures the 
flow of funds from India to purchase assets from abroad and 
the flow of funds into India as foreigners purchase assets 
here. The balance on capital account shows the implications 
of current transactions for the country's international 
financial position. Therefore, the surplus and the deficit of 
the current account are reflected in the capital account, 
through changes in the foreign exchange reserves of a country 
which are an index of the current strength or weakness of a 
country's international payments position. In India, the 
major component in the capital account of balance of payments 
relates to official capital movements. 
The sum of the current account and the capital account is the 
overall balance of payments. The objective of this chapter is 
to examine the nature and determinants of India's balance of 
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payments. The organisational structure of this chapter is as 
follows: 
Section 3.2 analyses the size and growth of India's balance 
of trade and balance of payments in a macroeconomic framework. 
Section 3.3 examines the measures adopted by the Government 
of India to improve balance of payments position. Finally 
Section 3.4 presents the main conclusions of this Chapter. 
3.2 TRENDS IN INDIA'S FOREIGN TRADE 
In the field of international trade two important concepts are 
balance of trade and balance of payments. Therefore, this 
Section provides a brief description of the size and growth 
in India's balance of trade and balance of payments. 
I. INDIA'S BALANCE OF TRADE POSITION 
Balance of Trade of a country refers to the total value of 
exports of commodities and total value of imports of com-
modities during a given period usually a year. When the total 
value of commodity exports exceeds the total value of commodity 
imports, the country is said to have a surplus in the balance 
of trade. Conversely, if the total value of commodity exports 
is less than the total value of commodity imports, the country 
has a deficit in the balance of trade. The balance of trade 
position of India during the period 1960-61 to 1984-85 is 
presented in Table 3.1. Table 3.1 provides data on Indian 
exports, imports, extent of the adverse balance of trade and 
the import financing ability of Indian exports etc. 
It can be seen from Table 3.1 that during the twenty five 
years period the gap between exports and imports widened. 
During the third Five Year Plan (1961-62 to 1965-66) and Three 
4B 
Annual Plans (1966-67, 1967-68 and 1968-69) the deficit in 
balance of trade was heavy and fluctuated around the Annual 
Average Values of Rs. 772 crores and Rs.744 crores respective-
ly. Fourth Five Year Plan (1969-70 to 1973-74) witnessed a 
marked improvement in India's balance of trade position, the 
deficit was reduced to Rs.l69 crores in 1969-70; Rs. 99 crores 
in 1970 - 71 and Rs. 222 crores in 1971-72. There was a 
favourable balance of trade of Rs.94 crores in 1972-73 for the 
first time after Independence. But this comfortable position 
did not last long, in October 1973 and once again in January 
1974, the petroleum exporting countries announced dramatic 
increase inthe prices of crude oil. The consequences were a 
sharp increase in India's import bill and a reappearance of 
trade deficit of Rs. 472 crores in 1973- 74. Thereafter the 
trade deficit increased to Rs. 1164 crores in 1974-75 and 
further to Rs.l076 crores in 1975-76. The year 1976- 77, 
however, recorded a favourable trade balance of Rs.72 crores 
for the second time after Independence. This became possible 
on account of 30.5 per cent increase in the value of exports 
and a decline of 1.1 per cent in the value of imports over the 
year 1975-76. But the following years saw a consistent increase 
in deficit which reached Rs. 6721 crores an all time high. 
The above analysis reveals that India has been suffering from 
a chronic balance of trade deficit, confirmed by the Table 3.1 
which shows that imports as percentage of GDP have been greater 
as compared to exports. However, it is interesting to note 
that the rise in the import bill during most part of the period 
under review was mainly connected with the rise in Unit Prices 
rather than quantum of imports. This can be seen from Table 
3.2. This table reveals that the unit value index of imports 
(with 1980-81 = 100) showed an increase from 27.8 in 1960-61 
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to 67.9 in 1985-86 i.e. 144.24 per cent. During the same 
period, the quantum index of imports increased from 54.6 to 
98 i.e. by 79.49 per cent. Table 3.2 also shows that the 
rise in unit prices of imports was greater than the rise in 
unit prices of exports. The result was a deterioration in 
India's terms of trade over the period under review aggravating 
the problems of deficit in balance of trade. 
II. COMMODITY PATTERN OF TRADE 
The above analysis presents an aggregative view of the balance 
of trade from 1960-61 to 1985-86. India's exports as well as 
imports consist of a wide variety of products. Therefore, it 
is essential to study the composition of trade in detail which 
will be helpful in assessing its influence on the balance of 
trade. 
The trends in imports of principal commodities for the period 
from 1960-61 to 1985-86 is shown in Table 3.3. The important 
conclusions obtained from the table may be summarised as 
follows: 
{i)The largest increase in the value of imports during this 
period took place in the case of petroleum oil and lubricants 
(POL) . It rose from Rs. 109. 49 crores in 1960-61 to Rs. 4989.4 
crores in 1985-86, registering an increase of 4456.95 per cent. 
Its share in the total imports in 1960-61 was merely a 6.2 per 
cent. From this, it shot up to 25.38 per cent in 1985-86. 
Imports of petroleum oil and lubricants (POL) absorbed about 
78 per cent of our export earnings in 1980-81 and 46 per cent 
in 1985-86 (Table 3.4). This rapid increase in import 
expenditure on petroleum products was mainly a result of the 
sharp hike in oil prices by the Organisation of Petroleum 
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Exporting Countries (OPEC), first during the year 1973-74 and 
again in 1979-80. 
(ii)Imports of machinery other than electric increased from 
Rs. 320.31 crores in 1960-61 to Rs. 2479 crores in 1985-86. 
However, the trend in imports of this item was not steady both 
in absolute as well as relative terms. Similarly imports of 
A. 
electrical machinery, apparatus and appliances also fluctuate 
from year to year. 
(iii)Imports of transport equipment had a fluctuating trend 
till 1973-74 but thereafter it recorded a steady rising trend 
in money terms. 
(iv)Import expenditure on fertilisers and chemical products 
also increased considerably during the period under review. 
Imports of fertilisers amounted to Rs. 15.14 crores in 1960-61. 
This increased to Rs. 823 crores by 1985-86. During the same 
period imports of chemicals increased fycm Rs. 61.96 crores 
to Rs. 1089.4 crores. 
(v)Imports of food and live animals were another important 
source of drainage of foreign exchange resources out of the 
country for most part of the period under review. These imports 
were resorted to meet the domestic requirements of the economy 
and amount to Rs. 337.14 crores in 1960-61 (constituting 19. 
08 per cent of total imports). This increased to the highest 
figure of Rs. 1429 crores in 1975-76 (constituting 27.14 per 
cent of total imports). They however, fall steeply in the 
subsequent years. 
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This brief analysis of the pattern of import highlights the 
fact that it has been closely related to the efforts at 
industrialisation of the country. 
The trends in exports of major commodities in terms of value 
and their percentage shares in total exports are shown in Table 
3.5. A perusal of this table reveals that the commodity pattern 
of growth in India's exports in the period 1960-61 to 1985-86 
was more in favour of non-traditional items than that of 
traditional ones. However, the export experiences of some of 
the important products/ product group may be summarised as 
follows s 
(i) Jute Manufactures: 
In 1960-61 Jute manufactures was the largest single item of 
India's exports with its value at Rs. 212.86 crores. In 
percentage terms, it accounted for 21.04 per cent of the 
country's total exports in that year. But thereafter its 
exports started shrinking at least in relative terms reaching 
a meagre figure of 2.47 per cent in 1985-86. This depressing 
performance of export of jute manufactures was in general 
due to acute competition from substitues, cheaper supplies and 
better credit facilities from competing countries like 
Bangladesh and escalation in domestic cost of production. 
(ii) Tea; 
Exports of tea, the second premier export item of India's in 
1960-61 also recorded a declining trend in relative terms. Its 
share in total exports declined from 19.24 per cent in 1960-61 
to 9.66 per cent in 1970 -71, 6.34 per cent in 1980-81 and 
further to 5.62 per cent in 1985-86. 
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(iii) Cotton Textiles: 
Like export performance of jute manufactures and tea, export 
performance of cotton textiles was also not satisfactory during 
the period from 1960-61 to 1980-81. The increase in money-
value of exports of this period of 2 0 years was characterised 
by stagnation from time to time, while the relative contribu-
tion to total exports earnings declined from 8.96 per cent in 
1960-61 to 6.35 per cent in 1970-71 and to 4.12 per cent in 
1980-81. This was mainly due to the protectionist policies of 
the developed countries and lack of price competitiveness in 
India. 
(iv) Handicrafts: 
Exports of handicrafts increased strikingly and relatively in 
a more smooth and even manner. The increase being 12008.31 per 
cent i.e. from Rs. 15.28 crores in 1960-61 to Rs. 1850.15 
crores in 1985-86. Equally spectacular was the rise in the 
share of this item in India's total exports from a mere 1.51 
per cent in 1960-61 to 16.98 per cent in 1985-86. This 
tremendous rise in exports of handicrafts was due " to 
the favourable demand of the developed countries, particularly 
North America and Western Europe. 
(v) Engineering goods: 
The exports of engineering goods assumed greater importance 
from 1970's onwards. From a low level of Rs. 8.82 crores in 
1960-61 they increased to Rs. 125.55 crores in 1970-71, to 
Rs. 413 crores in 1975-76, to Rs. 727 crores in 1980-81 and 
to Rs. 760.29 crores in 1985-86. This was mainly due to the 
industrialisation policy of the country that resulted in the 
sets 
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growth of industrial output, the devalution of the Indian 
rupee in June 1966 and the demand boom in West Asia. 
(vi) Chemicals and Allied Products: 
Exports of this item also increased substantially from Rs. 
5.40 crores in 1960-61 to Rs. 29.36 crores in 1970-71, to Rs. 
225.6 crores in 1980-81 and further to Rs. 285.89 crores in 
1985- 86. 
Thus the analyses reveal widely differing trends in the 
behaviour of India's major exports between 1960-61 and 1985-86. 
These trends however, lead to one conclusion : lessening of 
dependence on traditional items. 
III. INDIA'S TRADE BALANCE WITH THE WORLD: 
Although India has trade relations with almost all the 
countries of the world, the major trading partners are not 
more than a dozen in number. We have listed them in Table 3.6 
with a view to examine the export-import trade of India with 
these countries separately. This will give us better under-
standing of the balance of trade situation of India. 
It can be seen from table 3.6 that the trade balance between 
India and the Capitalist Countries like U.S.A., Canada, West 
Germany, Australia, etc. was adverse in most part of the period 
under reviews. In fact during this period the number of years 
in which India enjoyed a favourable trade balance with any of 
the above noted countries did not exceed more than three 
years. However, with U.K. and Japan the number of years in 
which India enjoyed favourable trade balance was about equal 
to the number of years it experienced a trade deficit likewise 
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with the Socialist Countries of Eastern Europe India's balance 
of trade was favourable in most of the years. 
IV. INDIA'S BALANCE OF PAYMENTS POSITION: 
In general, three accounts in the balance of payments are 
considered, Current Account, Capital Account and Official 
Reserve Assets Account. Where Current Account measures all 
transactions relating to trading transactions in goods and 
services and unilateral transfer like gifts and grants etc. 
Capital Account measures the country's transactions in 
financial assets. The Official Reserve Assets Account of a 
country measures the gold stock, reserves or holdings of 
convertible currencies and the Special Drawing Rights (SDRs.) 
During the Third Five Year Plan (1961-62 - 1965-66) India 
adopted a number of measures like Promotion of exports, Import 
substitution, exchange control and maximum utilisation of 
foreign aid etc. to remove the balance of payments difficul-
ties. But the data on India's balance of payments (Table 3.7) 
reveals that the deficit on Current Account shot up from Rs. 
306 crores in 1961-62 to Rs. 511 crores in 1965- 66. The 
adverse balance of payments during the Three Annual Plans 
(1966-67, 1967-68 and 1968-69) was greater than that of the 
Third Five Year Plan as a whole. As the balance of trade 
continued to show a deficit, the net invisible account also 
transformed into a deficit of Rs. 7 crores in 1966-67 and of 
Rs. 9 crores in 1967-68. As a result deficit in Current Account 
of balance of payments during the period of the Three Annual 
Plans amounted to Rs. 1984 crores. During the period of the 
Fourth Five Year Plan (1969-70 to 1973-74) the Government of 
India managed to restrict imports and succeeded in expanding 
exports. It is also confirmed from Table 3.7 that the overall 
trade deficit during the Fourth Plan period was much lower as 
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compared to the Three Annual Plans and Third Five year Plan 
Periods. An important feature of the Fourth Five Year Plan was 
that, as a result of an increase in net earnings from 
invisibles, the deficit in the balance of trade of Rs. 1564 
crores was not only covered but for the first time India's 
balance of payments showed a surplus of Rs. 99 crores. The 
first oil price hike in 1973-74 caused a servere strain on 
India:fe balance of payments in the first year of the Fifth 
Five Year Plan (1974-75 to 1978-79). So a major change in trade 
policy was initiated by the Government of India and for the 
first time in 1976-77 a departure from import substitution to 
import liberalisation policy was adopted which responded quite 
favourably. The rise in the foreign aid inflows and net earnings 
from invisibles transformed the balance of payments sitution 
into a favourable one during the last four years of the Fifth 
Plan. The Second Oil price hike in 1979-80 pushed up India's 
import bill of petroleum and petroleum products enormously. 
As a result, India started experiencing adverse balance of 
payments from 1979-80 onwards. The net effect of the external 
transactions is amply evident from the decline in foreign 
exchange reserves by Rs 389 crores in 1980-81 and Rs. 1521 
crores in 1981-82. To remove the deterioration in the balance 
of payments, India borrowed from the International Monetary 
Fund Rs. 274 crores under the compensatory Financing Facility 
(CFF) and Rs. 545 crores from the International Monetary Fund's 
Trust Fund in 1980-81. In November 1981, India negotiated with 
the IMF under the Extended Fund Facility (EFF) to draw up SDRs 
5 billion over a period of four year from 1981-82 to 1984-
85. However, out of SDR 5 billion arranged with the IMF, only 
SDR 3.9 billion was utilised by India. During the Sixth Five 
Year Plan (1980-81 to 1984-85), total trade deficit was of the 
order of Rs. 30456 crores, part of which was met by net surplus 
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onlTlvisible account to the tune of Rs. 19052 crores (about 63 
per cent of the trade deficit) leaving a current account deficit 
in the balance of payments to the extent of Rs. 11404 crores. 
It is also clear from the table 3.7 that the net invisible 
earnings, which financed nearly 7 2 per cent of the merchandise 
trade deficit in 1980-81 declined to 57 per cent in 1984-85. 
3.3 MEASURES TO IMPROVE INDIA'S BALANCE OF PAYMENTS POSITION 
Government of India adopted various policies bearing on 
imports, exports and exchange rate to reduce, deficits in its 
balance of payments. The import policy "formulated keeping in 
view the limited foreign exchange reserve of the country, 
shortages of essential consumer goods in the economy, require-
ments of capital goods, machinery, spare parts and components 
for the building up of heavy basic indusries and the role and 
scope of imports substitution inthe country 
The policy of import substitution was pursued with two broad 
objectives: (a) to save foreign exchange for the import of 
more important goods, and (b) to achieve self reliance inthe 
production of as many goods as possible. As a result of this 
policy the country was able to increase the production of many 
industrial products and the structure of imports underwent 
significant changes. P. Leela has examined the progress of 
import substitution in Indian economy over the period 1950-51 
- 1977- 78^. 
From the tables 3.8 and 3.9 it is clearly evident that the 
progress of import substitution during the period under 
consideration was significant inthe case of sugar mill 
machinery, caustic soda, soda ash, aluminiMum, textile 
machinery and paper and paper boards etc. Therefore, the 
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import- substitution policy of the Government of India has 
resulted in the de\^ lopment of number of industries in the 
country. 
To promote exports, the Government of India used a host of 
polcies which included among others the Duty Draw Back system, 
the market development assistance and fiscal concessions for 
exports. The legacy of export promotion policy began with the 
Third Five Year Plan period on a wide scale. S.M. Desai has 
well listed the steps, which have been taken by the Government 
of India to promote exports. 
(i)Introduction of intensive schemes for import of capital 
goods, maintenance spares etc. at concessional rate of import 
duty of even duty free in the case of export units of various 
industries; 
(ii)adoption of fiscal measures such as concession in direct 
taxes inthe case of export units, drawback and duty exemption 
in the case of export units, cash compensatory support scheme; 
(iii)duty-free import of capital goods, plants and equipment, 
raw material etc. meant for 100 per cent export-oriented 
industries, units in India; exemption from excise and other 
duties inthe case of indigenously available capital goods and 
raw materials, etc. meant for 100 per cent export- oriented 
industries; 
(iv)special rail and shipping facilities for export of goods; 
(V)introduction of scheme of liberalisation for India's 
export by abolishing or reducing export duties on commodities 
to be exported; 
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(vi)measures to grant liberal credit facilities for Indian 
exports through, for example, the Import-Export Bank of India); 
(vii)establishment of a number of organisations dealing with 
specific commodities for promoting their exports. 
The organisational structure built by the Government of India 
for promoting exports is composed of the following organisa-
tions: 
(l)Export Promotion Councils (for most of the export products) 
to conduct market surveys, arrange exhibitions and trade fairs; 
(2)Commodity Boards which are responsible for production, 
development and export of certain specific commodities, 
(3)Export Houses which are specialising in export trade; 
(4)Central Advisory Council of Trade to advise government 
relating to export and import policy and programmes, operation 
of import and export controls, t5gj3B,nisation and development 
of commercial services, and organisation and expansion of 
export production, the Federation of Indian Export Organisa-
tion, the Trade Development Authority entrusted with the task 
of inducing and organising entrepreneures mainly in the 
small-scale and medium scale sector to develop their in-
dividual export capabilities; 
(5)The Indianlnstitute of Packaging; 
(6)The Indian Institute of Foreign Trade; 
(7)The Export Credit and Guarantee Corporation of India; 
(8)The Export Inspection Council; 
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(9)Trade Fair Authority of India and 
(10)The State Trading Corporation. 
From above it is obvious that there is a plethora of 
organisations and schemes to promote Indian exports. However, 
there is a further need for "a compact organisational structure 
with adequate authority to promote Indian exports and a dynamic 
export strategy which should cover an appropriate marketing 
strategy of proper pricing competitive production, distribu-
tion set-up abroad and overseas promotion" Besides these, 
the Governmejiit of India also followed an exchange rate policy 
with a view to push exports and limit imports to narrow the 
gap between the two and improve the balance of trade position. 
With effect from 25th Sept. 1975, India adopted a new exchange 
rate regime which falls into the category of a managed floating 
system. The Government of India decided on 25th Sept., 1975 
to delink rupee from the Sinking British Pound and peg it to 
a basket of currencies of the countries that are India's major 
trading partners. In order to discouiage speculation in the 
foreign exchange markets the specific currencies selected as 
well as the relative weights used for the computation of the 
market value of the basket have been kept confidential by the 
RBI. Initially the rupee value of the basket of currencies 
was maintained within a band of 2.25 on either side of the 
base value of basket at Rs.18.3084, which was adopted at the 
time the multi-currency basket was introduced. But after 
January 31, 1979, the relationship of the rupee to the basket 
of currencies has been maintained within a wider band of + 5 
per cent. The pound sterling continued Lo be the intervention 
currency. The number of adjustments made by the RBI from time 
to time signify that the rupee was made to more closely with 
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the major currencies of the world. The number of adjustments 
made by the RBI increased f/^^ 8 in 1976 to 72 in 1980 and 
again to 160 in 1986. Since the objective of exchange rate 
management was also to maintain stability inthe external value 
of rupee or to be more specifically to maintain the relationship 
of the rupee with the value of the basket currencies within 
a margin of 5 percent of the value adopted as the basis. But 
rupee continued to depreciate against major currencies of 
the world (Table 3.10). During the period from 1980-81 to 
1985-86 the rupee had depreciated in terms of SDR, the 
cumulative depreciation being about 21 per cent. The rupee 
also depreciated continuously against US dolar, Yen and 
A 
Deutsche Mark (DM). However, the rupee appreciated against 
pound sterling. But the trade balance of India persistently 
deteriorated in this period. Exports suffered a set back in 
this period due to both domestic constraints and the un-
favourable turn in the world market. R.L. Varshney has well 
listed these constraints as follows : 
(a) Deliberate policy of restricting or banning the export of 
mass consumption items. 
(b)Decline in the overall import demand in the developed 
countries because of low level of activity. 
(c) Protective measures adopted inthe developed countries, 
which affected India's exports of textiles, garments, shoes, 
iron and steel, iron ore and leather. 
(d)Rising domestic demand for some exportable items like steel 
and cement. 
(e) Mounting inflationary pressures inthe country. 
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(f) Problems on the domestic front like power shortage, 
transport bottlenecks labour strikes and congestions in ports. 
As against these inports in this period rose nainly due to the sharp rise in the 
prioes of essential inports, especially of petroleum and oil and lubricants (POL). 
3.4 Concluding Remarks 
Summarising, we can say that the problem of adverse balance of 
payments in India is essentially due to the huge trade deficit. 
The surpluses generated in the balance of services have been 
used to finance the deficits in the balance of trade. The slow 
rate of growth in exports together with the deterioration in 
terms of trade had made India's export earnings inadequate to 
meet the country's growing import bills. Further, a massive 
escalation in foreign exchange expenditure on oil import and 
steady increase in the interest payments on foreign loans and 
credit have worsened the balance of payment situation. 
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TABLE 3 . 1 RATES OF GRWOTH OF IMPORTS AND EXPORTS AND THE SHARE OF ItlPtffiTS AND EXPORTS I N GDP 
YEAR 
1960-61 
THIRD PLAN 
1961-62 
1962-63 
1963-64 
1964-65 
1965-66 
ANNUAL AVERAGE OF 
THIRD PLAN 
ANNUAL PLANS 
1966-67 
1967-66 
196&-69 
ANNUAL AVERAGE OF 
ANNUAL PLANS 
FOURTH PLAN 
1969-70 
1970-71 
1971-72 
1972-73 
1973-74 
ANNUAL AVERAGE OF 
FOURTH PLAN 
IMPORTS 
(Rs.Crores) 
1768 
1718 
1783 
1927 
2126 
2194 
1950 
2078 
1986 
1936 
1991 
1582 
1634 
1824 
1867 
2995 
1972 
PERCENTAGE 
GROWTH OVER 
PREVIOUS YEAR 
16.7 
-2.8 
3.8 
8.1 
10.3 
3.2 
4.5 
-5.3 
-4.4 
-2.5 
-4,1 
-18.3 
3.3 
11,6 
2.4 
60.4 
11.9 
EXPORTS 
^Rs.Crores) 
997 
1033 
1069 
1244 
1282 
1264 
1178 
1157 
1199 
1385 
1247 
1413 
1535 
1602 
1961 
2523 
1807 
PERCENTAGE 
GROWTH OVER 
PREVIOUS YEAR 
- 1 . 1 
5.6 
3,4 
16.3 
3.0 
-1.4 
5.38 
-1.7 
3.6 
15.5 
5.8 
1.9 
8.6 
4.3 
22.4 
28.7 
30.2 
TABLE 3.1 (Contd.) 
BALANCE GDP AT IMPORTS AS EXPORTS AS IMPORTS AS EXPORTS AS 
OF TRADE MARKET PRICES PERCENTAGE OF PERCENTAGE OF PERCENTAGE OF PERCENTAGE 
IRs.Crores) (Rs.Crores) EXPORTS IMPORTS GDP GDP 
-77) 1620) 177.3 56.4 10.9 6.E 
166.3 60.1 10.0 6.0 
166.8 60.0 9.7 5.8 
154.9 64.6 9.1 5.9 
165.8 60.3 8.6 5.2 
173.6 57,6 8.4 4.8 
-772 21560 165.5 60.4 9.0 5.5 
•685 
-7)4 
•683 
-844 
•930 
17177 
18476 
21237 
24765 
26145 
•921 
-787 
•551 
29571 
34611 
36674 
•169 
-99 
•222 
94 
•472 
40387 
43163 
46257 
51005 
62007 
7.0 
5.7 
5.3 
3.9 
3.5 
3,8 
179.6 55,7 
165.6 60.4 
139.8 71.5 
-744 33619 159.7 62.6 5.9 3.7 
112.0 89.3 
106.4 93.9 
113.9 87.8 
95.2 105.0 
116.7 84.2 
-165 48564 109.1 91.6 4.1 3.7 
3.9 
3.8 
3.9 
3.7 
4.8 
3.5 
3.6 
3.5 
3.8 
4.1 
TABLE 3 .1 (Contd.) 
YEAR 'ORIS 
.Crores) 
PERCENTAGE 
GROWTH OVER 
PREVIOUS YEAR 
EXPORTS 
(Rs.Crores) 
PERCENTAGE 
GROWTH OVER 
PREVIOUS YEAR 
FIFTH PLAN 
1974-75 
1975-76 
1976-77 
1977-76 
1978-79 
ANNUAL AVERAGE 
OF FIFTH PLAN 
1979-80 
SIXTH PLAN 
1980-81 
1981-8E 
198E-83 
1983-84 
1984-85 
ANNUAL AVEAGE OF 
SIXTH PLAN 
4468 
5018 
5074 
60E6 
6811 
5479 
9143 
12543 
13886 
14913 
16039 
18680 
15E12 
49.2 
12.3 
1.1 
18.8 
13.0 
3304 
3942 
5146 
5373 
5726 
18.9 
34.2 
4698 
6418 
37.2 
10.7 
7.3 
7.5 
16.4 
6576 
7765 
9137 
10168 
11959 
15.8 9121 
30.9 
19.3 
30.5 
4.4 
6.6 
18.3 
12.1 
£.5 
18.0 
17.6 
11.2 
17.6 
30.4 
TABLE 3.1 (Conld.) 
BALANCE GDP AT IMPORTS AS EXPORTS AS IMPORTS AS EXPORTS AS 
OF TRADE MARKET PRICES PERCENTAGE OF PERCENTAGE OF PERCENTAffi OF PERCENTAGE OF 
(Rs.Crores) (Rs.Crores) EXPORTS IMPORTS GDP GDP 
-1164 
-1076 
7E 
-653 
-•1085 
-781 
-E7H5 
73E35 
78761 
84694 
96067 
104190 
87429 
114356 
-5976 
-6121 
-5776 
-5871 
-6721 
135812 
1559420 
177588 
206857 
230679 
135.2 
127.3 
98.6 
112.2 
118.9 
116.6 
142.5 
190.7 
178.8 
163.2 
157.7 
156.2 
73.9 
78.6 
101.4 
89.2 
64.1 
85.7 
70.2 
6.1 
6.4 
6.0 
6.3 
6.5 
6.3 
8.0 
4.5 
5.0 
6,1 
5.6 
5,5 
5.4 
5.6 
52.4 
55.9 
61.3 
63.4 
64.0 
9.2 
8.7 
8.4 
7.8 
8,1 
4,8 
4,9 
5.1 
4,9 
5.2 
-6091 182071 166.8 60.8 8.4 5,0 
Sources! RBI, Report on Currency and Finance and Govt, of India, 
Economic Survey, (various issues) 
TfflLE 3.2 TRENDS IN UffilA'S TE»fi OF IRfflE 
VmHii TO 1 ^ ^ ^ (BfiSE : 198<h61=100) 
YEAR 
1960-61 
1961-62 
1962-63 
1963-64 
1964-65 
1965-66 
1966-67 
1967-68 
}968-69 
1969-70 
1970-71 
1971-72 
1972-73 
1973-74 
1974-75 
1975-76 
1976-77 
1977-78 
1978-79 
1979-80 
1960-61 
1981-82 
1982-83 
1983-84 
1984-65 
1985-86 
UNIT VALUE 
INDEX OF 
EXPORTS 
iUVIE) 
38,9 
39,6 
37,6 
37.8 
37,8 
39.9 
39.3 
38,5 
36.8 
39.1 
39,1 
40.2 
43,1 
51,6 
62,2 
66.3 
65,8 
76.9 
81.7 
89.0 
100.0 
87.5 
91.2 
90.9 
92.4 
95.0 
UNIT VALUE 
INDEX OF 
IMPORTS 
(UVID 
27,6 
28,0 
26,7 
E7.6 
28.3 
29.2 
27,7 
27,7 
26.0 
27,0 
26.8 
26.4 
26.5 
34.0 
52.5 
64.3 
62,2 
58.7 
63,2 
82,3 
100.0 
77.8 
72.9 
69.8 
57,5 
67,9 
QUANTUM INDEX 
OF IMPORTS 
(Oil) 
54.6 
56.7 
61.3 
59.7 
63,8 
77,1 
76,6 
77,6 
75,5 
62,4 
61.7 
72.6 
66.0 
72,6 
76,9 
79.1 
64.6 
76.9 
90.6 
82.9 
100,0 
99.8 
94.7 
104.0 
97.9 
98.0 
TAH£ 3.2 TRENDS IN INDIA'S TERNS CF TRADE : (Contd.) 
1960-41 TO 1^5-66 (»!SE : 1960-81=100) 
QUANTUM INDEX 
OF EXPORT 
(QIEi 
54,4 
56.6 
60.3 
67.9 
72.7 
66.8 
69.5 
66.3 
75.6 
74.] 
81.7 
63.E 
89.2 
90.0 
99.1 
10E.9 
121.0 
109.7 
102,9 
116.7 
100.0 
102.8 
100.3 
103.7 
106,6 
107.0 
UVIE 
TT = 100, 
UVII 
GFT = 
NET BARTER 
TERMS OF 
TRADE 
(TT) 
139.93 
141.43 
141.57 
136.96 
133.57 
136.64 
141.88 
138.99 
141.54 
144.81 
145.90 
152.27 
162.64 
152.35 
116.46 
103.11 
105.79 
131.01 
129.27 
108.14 
100.00 
112,47 
125,10 
130.22 
160,70 
139.91 
QII 
GBTT = 
QIE 
UVIE 
QIE { 
UVII 
GROSS BARTER 
TERMS OF 
TRADE 
(GBTT) 
100.37 
100.18 
101.66 
87.92 
87.76 
115.42 
110.22 
117.04 
99.87 
64.21 
75.52 
87.26 
73.99 
80.67 
77.60 
76.87 
53.39 
70,10 
86,05 
71.04 
100,00 
97.08 
94.42 
100.29 
91,67 
91.59 
UVIE 
100, PPE = 
UVII 
- 1 ] 
PURCHAING 
POWER OF 
EXPORTS 
(PPE) 
76.12 
60.05 
85.37 
92.99 
97.10 
91.26 
98.60 
92.15 
107.00 
107.31 
119.20 
126.69 
145.06 
137.12 
117.41 
106.10 
128.00 
143.71 
133.02 
126.20 
100.00 
115.62 
125.48 
135.70 
171,62 
149.71 
S^£ 
GAIN FROH 
TRADE 
(General) 
(GFT) 
21.72 
23.45 
25,07 
ffi.09 
24.40 
24.48 
29.10 
25.65 
31.40 
33.21 
37.50 
43,50 
55.66 
47.12 
16.31 
3.20 
7.00 
34.01 
30.12 
9.50 
— 
12.62 
25.16 
31.35 
64,62 
42.71 
Source : IMF, International Financial Statistics 
(Annual issues). 
TABLE 3.3 TRENDS IN INDIA'S IHPORTS CF tWJOR CCMIDITIES : 
ff(J[H>i Tffi 11S%-€& CVS1.UE : B i OHMS OF P f E r - l £ M . t l T l B I VUFBS} 
u 
2. 
3. 
4. 
5. 
6. 
7. 
8. 
9. 
10. 
11. 
12. 
13. 
14. 
COMMODITY 
?eiroleum Oil and 
Lubricants 
Hschinery other than 
Electr ic 
Iron and Steel 
Animal and vegetable 
Oils and fats 
Trasport Equipment 
Food and Live Animals 
Fer t i l i ze rs 
Manufactured 
Non-Ferrous Metals 
Chemical elements 
and compounds 
Electr ic Machinery 
Appratus & Appliances 
Metal Manufactures 
Raw Cotton 
Others 
GRAND TOTAL 
1960-61 
109,49 
(6.20) 
320,31 
i 18. '.3) 
193,00 
UO.^31 
7,25 
(0.41) 
114,01 
(6.45) 
337.14 
(19.08) 
15.14 
(0.86) 
74,51 
(4.22) 
61.96 
(3.51) 
90.12 
(5.10) 
36.13 
(2,05) 
128.74 
(7.29) 
278.75 
(15.76) 
1766.55 
1965-66 
107.76 
(4.86) 
525.74 
(23,70) 
154.26 
(i.95) 
21.45 
(0.97) 
111.12 
(5.01) 
557.68 
(25.14) 
61.36 
(2,77) 
107,81 
(4,86) 
56,46 
(2,55) 
138,29 
(6,23) 
28,62 
(1,30) 
72,77 
(3,28) 
275,07 
(12.40) 
2216.43 
1967-66 
74.94 
(3.73) 
336.56 
(16.76) 
106.29 
(5.301 
34.42 
(1.71) 
80.93 
(4.03) 
579.20 
(28.85) 
139.02 
(6.92) 
86.68 
'4.42) 
77.37 
(3,65) 
85.64 
(4,27) 
14,18 
(0,711 
83.46 
(4.16) 
306.92 
(15.29) 
2007.61 
1966-69 
133.22 
(7.17) 
365.82 
(19.68) 
86.20 
(4.441 
19.30 
(1.04) 
66,38 
(3,57) 
403.06 
(21,68) 
139,22 
(7,49) 
88,63 
(4.76) 
62,67 
(4.46) 
81.72 
(4.40) 
13.53 
(0.73) 
90,18 
(4.65) 
286.54 
(15.52) 
1656,67 
1969-70 
137,91 
(6.72) 
280,35 
(17.72) 
81,51 
(5,151 
29.57 
(1.67) 
51.22 
(3.24) 
320,70 
(20.27) 
77.07 
(4.87) 
74.27 
(4.69) 
67.42 
(4.26) 
64.32 
(4.07) 
7.34 
(0.46) 
62.78 
(5.23) 
307,64 
(19,45) 
1562.10 
1970-71 
136,01 
(8.32) 
256,93 
(15.72) 
147.09 
(9.00) 
38,50 
(2,36) 
66.54 
(4.07) 
271,77 
(16.63) 
61,20 
(3,74) 
119,03 
(7,28) 
67,99 
(4.16) 
69.30 
(4.24) 
9.25 
(0.57) 
96,83 
(6.05) 
291,76 
(17.85) 
1634.20 
1971-72 
194.57 
(10.66) 
270.66 
(14.85) 
237,60 
(13.02) 
46.48 
(2.55) 
94,59 
(5.16) 
196.93 
(10.79) 
61.20 
(4.45) 
101.66 
(5.57) 
71.85 
(3.94) 
105.14 
(5.76) 
12,13 
(0,66) 
113,39 
(6,21) 
298,14 
(16,34) 
1624,54 
TABLE 3.3 (Conld.) 
COHMODITY 1972-73 1973-74 1974-75 1975-76 1976-77 1977-78 1978-79 
1. Petroleum Oil and E04.E7 560.64 1157.03 1256.10 1413.40 1556.40 3023.50 
Lubricants (10.94) (18.97) (25.60) (23.86) (27.86) (25.85) (44.37) 
2. Machinery other than 2S7.93 426.64 404.00 576.70 731.50 694.70 769.60 
Electric (15.95) M4.44) (8.94) (10,95) (14.42) (11.54) (11.29) 
3. Iron and Steel 225.81 249.46 424.00 311.90 219.50 259.90 462.50 
(12.09) (8.44) (9.38) (5.92) (4.33) (4.32) (6.79) 
4. Aniirial and vegetable 24.93 64.88 34.85 17.00 118.30 737.90 552.30 
Oil5 and fat5 (1.33) (2.20) 0.77 (0.32) (2.33) (12.26) (8,11) 
5. Trasport Equifflient 100.12 94.97 131.00 157.10 170.70 225.20 296.60 
(5.36) (3.21) (2.90) (2.98) (3.36) (3.74) (4.36) 
6. Food and Live Animals 159.75 547.07 855.04 1429.00 955.70 232.50 245.30 
(8.55) (18.51) (18,92) (27,14) (18.84) (3,86) (3,60) 
7. Fertilizers 96.26 162.64 436.20 469.41 197.72 258.12 370,72 
Manufactured (5.15) (5.51^ (9.65) (8,92) (3.90) (4,29) (5,44) 
8. Non-Ferrous Metals 108.40 136.63 176.67 100.40 157.10 192.10 245.50 
(5.80) (4.70) (3.91) (1.91) (3.10) (3.19) (3.60) 
9. Chemical elements 91.38 109.66 178.82 180,20 137.80 196.60 230.90 
and compounds (4.89) (3,71) (3,96) (3.42) (2,72) (3,27) (3,39) 
10. Electric Machinery 134.02 129.97 161.00 200.80 145.30 190.40 193.60 
Appratus 4 Appliances (7.18) (4.40) (3.56) (3.81) (2.86) (3.16) (2.84) 
11. Metal Manufactures 18.79 21.89 28.00 33,10 31.90 36.10 46.10 
(1.01) (0.74) (0.62) (0.63) (0.63) (0.63) (0.68) 
12. Raw Cotton 90.88 52.05 26.67 28.20 129.50 196,90 26.40 
(4,87) (1.76) 0.59 (0.54) (2.55) (3.30) (0,39) 
13. Others 519.17 396.67 505.50 504,87 665,67 1239.41 351,08 
(27,60) (13.42) (11.19) (9.59) (13.12) (20,59) (5,15) 
14. GRAND TOTAL 1867.44 2955.37 4518.76 5264.78 5073.79 6020.23 6614.30 
TABLE 3,3 (Contd.) 
1, 
2. 
3, 
4. 
5. 
6. 
7. 
8, 
9. 
10. 
11, 
IE. 
13. 
14. 
COMMODITY 
, Petroleum Oil and 
Lubricants 
, Machinery other than 
Electric 
Iron and Steel 
Anirnal and vegetable 
Oils and fats 
Trasport Equipment 
Food and Live Animah 
Fertilizers 
Manufactured 
Non-Ferrous Metals 
Chemical elements 
and compounds 
Electric Machinery 
Appratus & Appliances 
Metal Manufactures 
Raw Cotton 
Others 
GRAND TOTAL 
1979-80 
3267.10 
(35.731 
806.90 
(6.83) 
868.60 
(9.50) 
455.40 
(4.98) 
338.60 
(3.70) 
291.50 
(3.19) 
371.26 
(4.06) 
353.40 
(3.87) 
323.60 
(3.54) 
237.30 
(2.60) 
75.70 
(0.83) 
00.10 
(0.001) 
1753.12 
(19.18) 
9142.58 
1'?80-81 
5263.50 
(41.94) 
1115.30 
(6.89) 
852.40 
(6.79) 
708.80 
(5.65) 
472.00 
(3.761 
388.90 
(3.10) 
652.30 
(5.20) 
477.40 
(3,80) 
358.20 
(2.85) 
233.50 
(1.861 
89.50 
(0.71) 
Negligiblf 
(0.00) 
1937.35 
(15,44) 
12549.15 
1982-83 
5621.9 
(39.33) 
1490.0 
(10.42) 
1172.2 
(8.201 
447.7 
(3.13) 
639.6 
(4.47) 
639.6 
(4.47) 
205.0 
(1.43) 
344.6 
(2.41) 
422.5 
(2.96) 
494.2 
(3.46) 
143.7 
(1.01) 
! 0.1 
(Negligible) 
2671.64 
(18.691 
14292.74 
1983-84 
4832,0 
(30,52) 
2118.0 
(13.381 
1048.7 
(6,621 
798.2 
(5.04) 
446.9 
(2.82) 
1040.2 
(6.57) 
204.0 
(1,29) 
390,6 
(2.47) 
659.9 
(4.17) 
675.4 
(4.27) 
148.7 
(0.94) 
0.0 
(0.0) 
3468.9 
21.91 
15631.50 
1984-85 
5409.1 
(31.571 
1995.0 
(11.64) 
941.1 
(5.49) 
1007.8 
(5.88) 
368.9 
(2,15) 
733.6 
(4.28) 
1007.0 
(5.68) 
411.7 
(2.40) 
856.7 
(5.001 
730.4 
'4.26) 
140.8 
(0.82) 
0.0 
(0.00) 
3532.1 
(20.61) 
17134.20 
1985-86 
49S9.4 
(25.38) 
2479.0 
(12.61) 
1394.6 
(7.09) 
770.1 
(3.92) 
568.7 
(2.89) 
878.1 
(4.47) 
623.0 
(4,19) 
541.8 
(2.76) 
1089,4 
(5.54) 
922.5 
(4.69) 
201.5 
(1.03) 
12.6 
(0,06) 
4987.0 
(25,37) 
19657.70 
Note s Figures m bracl'ets represent percentages to total. 
Source : Reserve Bank of India Bulletin (Various issues), and Govt, of India, Enmimic Sarvey, 1988-89. 
Table 3.4 
Indian's Imports of petroleum Oil and Lubricants s 
1960-61 to 1985-86 
<Value in crores of post-devaluation rupees) 
Year 
1960-61 
1965-66 
1967-68 
1968-69 
1969-70 
1970-71 
1971-7E 
197E-73 
1973-74 
1974-75 
1975-76 
1976-77 
1977-78 
1978-79 
1979-80 
1980-81 
1982-83 
1983-84 
1984-85 
1985-86 
Total 
Imports 
109.49 
107.76 
74.94 
133.22 
137.91 
136.01 
194.57 
204.27 
560.64 
1157.03 
1,256.10 
1,413.40 
1,556.40 
3,023.50 
3,267.10 
5,263.50 
562 1.9 
4832.0 
5409.1 
4989.4 
'/. of over 
all Imports 
6.20 
4.86 
3.73 
7.17 
8.72 
8.32 
10.66 
10.94 
18.97 
25.60 
23.86 
27.86 
25.85 
44.37 
35.73 
41.94 
39.33 
30.52 
31.57 
25.38 
y. of total 
Exports 
10.82 
8.49 
6.25 
9.81 
9.76 
8.86 
12.10 
10.36 
22.22 
34.76 
31.12 
27.49 
28.78 
52.80 
50.90 
78.43 
63.86 
49.45 
46.06 
45.80 
Source i Computed from data given in Tables 3.3 and 3.5 
TABLE 3.5 TRENDS IN INDIA'S EXPORTS (F hAJOR COMMODI TIES : 1960-61 TO 1985-86 
(VALUE : IN CRORES OF POST-DEVALUATIW RUPEES) 
COWODITY 
1. Handicrafts 
2. Engineering GocxJs 
3. Leather & leather 
Manufactures 
4. Tea 
5. Iron ore 
6. Fish & f ish 
Preparations 
7. Chenical St A l l ied 
Products 
8. Jute Manufactures 
9, Cotton Texti les 
10. Coffee 
11. Sugar 
12. Oil cakes 
13. Cashew Kernel 
14. Beverages and 
Tobacco 
15. Iron h Steel 
16. Mica 
17. Vegetable Oils 
IB. Others 
19. GRAND TOTAL 
1960-61 
15.28 
(1.51) 
8.82 
(0.87) 
39.33 
(3.89) 
194.67 
(19.24) 
26.82 
(2,65) 
7.61 
(0.75) 
5,40 
(0.53) 
212.86 
(21.04) 
90.64 
(8.96) 
11.37 
(1.12) 
5,17 
(0,51) 
22,52 
(2,23) 
29,78 
(2.94) 
24.84 
(2,46) 
15,37 
(1,52) 
15.99 
(1.58) 
13.45 
(1.33) 
271.73 
(26.86) 
1011.65 
1965-66 
43.79 
(3.45) 
27.66 
(2.18) 
44.81 
(3.53) 
180.87 
(14.25) 
61.99 
(4.89) 
10.71 
(0.84) 
14,40 
(1.13) 
287,97 
(22.69) 
99.68 
(7.86) 
20,38 
(1,61) 
17,62 
(1,39) 
54,56 
(4.30) 
43.16 
(3.40) 
34.16 
(2.69) 
19.51 
(1.54) 
17.75 
(1.40) 
6.44 
(0.51) 
283.42 
(22.34) 
1268.88 
1967-68 
49.00 
(4.09) 
35,50 
(2,96) 
53,45 
(4,46) 
180.20 
(15,03) 
74,77 
(6,24) 
18,41 
(1,54) 
11,85 
(0.99) 
234.09 
(19.53) 
79.44 
(6.63) 
18,18 
(1,52) 
16,44 
(1,37) 
45,47 
(3,79) 
43.03 
(3.59) 
35.60 
(2,97) 
54.84 
(4.57) 
15,04 
(1.25) 
3.96 
(0.33) 
229.42 
(19.14) 
1198.69 
1968-69 
69.00 
(5.07) 
68.86 
(5.06) 
72.67 
(5.34) 
156.50 
(11.51) 
88.40 
(6.50) 
22.70 
(1.67) 
17.50 
(1.29) 
218.01 
(16.03) 
87.97 
(6.47) 
17.96 
(1.32) 
10.46 
(0.77) 
49.47 
(3.64) 
60.93 
(4.48) 
33.80 
(2.49) 
78.94 
(5.80) 
13.46 
(0.99) 
11.71 
(0.86) 
281.68 
(20.71) 
1360.02 
1969-70 
73.3 
(5.19) 
90.91 
( 6.43) 
81.54 
(5.77) 
124.50 
(8.81) 
94.62 
(6.70) 
31.47 
( 2.23) 
22.20 
(1.57) 
206.65 
(14.62) 
86.63 
(6.13) 
19.62 
(1.39) 
8.84 
(0.63) 
41.47 
(2.93) 
57,42 
(4,06) 
33.36 
(2.36) 
86.80 
(6,14) 
15,22 
(1.08) 
4.95 
(0.35) 
333.78 
(23.62) 
1413.28 
1970-71 
69.86 
(4.55) 
125.55 
(8.18) 
72.18 
(4.70) 
148.30 
(9.66) 
117.28 
(7.64) 
31.28 
(2.04) 
29.36 
(1.91) 
190.40 
(12.40) 
97.47 
(6.35) 
25.10 
(1.64) 
29.30 
(1.91) 
55.42 
(3.61) 
"^2.07 
(3.39) 
32.57 
(2.12) 
67.20 
(4.38) 
15.56 
(1.01) 
7.03 
(0.46) 
369.23 
(24.05) 
1535.16 
1971-72 
81.70 
(5.08) 
125.27 
(7.79) 
90.14 
(5.60) 
156.31 
(9.72) 
104.70 
(6.51) 
41.39 
(2.57) 
30.40 
(1,89) 
263,29 
(16,37) 
100.05 
(6.22) 
22,07 
(1,37) 
31.03 
(1,93) 
40,15 
(2,50) 
61,33 
(3,81) 
45.11 
(2.80) 
25.50 
(1.59) 
15,38 
(0,96) 
7.57 
(0.47) 
351.33 
(21,85) 
1608,22 
TABLE 3.5 (Contd. 
1. 
2. 
3. 
4. 
5. 
6. 
7. 
8. 
9. 
10. 
11. 
12. 
13. 
14. 
15. 
16. 
17. 
18. 
19. 
COMMODITY 
Handicrafts 
Engineering Goods 
Leather & leather 
Manufactures 
Tea 
Iron ore 
Fish & f i sh 
Preparations 
Cheisical It A l l ied 
Products 
Jute Manufactures 
Cotton Text i les 
Coffee 
Sugar 
Oi l cakes 
Cashew Kernel 
Beverages and 
Tobacco 
Iron & Steel 
Mica 
Vegetable Oi ls 
Others 
GRAND TOTAL 
1972-73 
119.70 
(6.07) 
141.08 
(7.16) 
170.45 
(8.65) 
147.29 
(7.47) 
109.79 
(5.57) 
53.79 
(2.73) 
35.30 
(1.79) 
247.20 
(12.54) 
126.72 
(6.43) 
32,93 
(1.67) 
13.76 
(0.70) 
74,77 
(3.79) 
68.82 
(3.49) 
64.05 
(3.25) 
23.10 
(1.17) 
16,61 
(0,84) 
25,48 
(1,29) 
499,99 
(25,37) 
1970,83 
1973-74 
173.60 
(6,88) 
201,68 
(7.99) 
166.57 
(6.60) 
146.03 
(5.79) 
132.87 
(5.27) 
89.24 
(3.54) 
50.30 
(1.99) 
225.73 
(8.95) 
239.89 
(9.51) 
46.01 
(1.82) 
43.36 
(1.72) 
170.60 
(6.76) 
74.43 
(2.95) 
70.97 
(2.81) 
26.18 
(1.04) 
12,68 
(0,50) 
31,65 
(1,25) 
621,61 
(24,63) 
2523,40 
1974-75 
186.60 
(5.61) 
357.57 
(10,74) 
133.88 
(4,02) 
228.06 
(6.85) 
160.39 
(4.82) 
66.17 
(1,99) 
92.91 
(2,79) 
294.03 
(8,83) 
214,79 
(6,45) 
51,36 
(1,54) 
339,71 
(10,21) 
95,70 
(2,87) 
118,14 
(3,55) 
82.26 
(2,47) 
21.06 
(0,63) 
18,18 
(0,55) 
33,65 
(1,01) 
834,37 
(25,06) 
3328,83 
1975-76 
224,11 
(5,55) 
413.00 
(10.23) 
201.48 
(4.99) 
236,90 
(5,87) 
213,90 
(5,30) 
127,20 
(3,15) 
85,30 
(2,11) 
250,90 
(6.22) 
216.00 
(5.35) 
66.70 
(1.65) 
472,30 
(11.70) 
96.50 
(2,39) 
96.10 
(2.38) 
98.37 
(2.44) 
68.20 
(1,69) 
' 14,70 
(0.36) 
39.50 
(6,98) 
1115.10 
(27.63) 
4036.26 
1976-77 
4S.70 
(8.86) 
566.30 
(11.01) 
264.20 
(5.14) 
293,10 
(5.70) 
238,50 
(4,64) 
180,60 
(3,51) 
110,80 
(2.15) 
201,10 
(3,91) 
331,00 
(6.44) 
126.00 
(2.45) 
148.10 
(2.68) 
234.40 
(4.56) 
106,10 
(2,06) 
102.40 
(1.99) 
290,50 
(5,65) 
17.30 
(0.34) 
54.60 
(1.06) 
1421.55 
(27.64) 
5142.25 
1977-78 
751.80 
(13.90) 
617.40 
(11.42) 
248.00 
(4.59) 
569.70 
(10.53) 
240.80 
(4.45) 
174.33 
(3,22) 
116,17 
(2.16) 
244.90 
(4,53) 
224,80 
(4.16) 
194.40 
(3,59) 
19,50 
(0.36) 
133.30 
(2.46) 
149,50 
(2,76) 
117,20 
(2,17) 
18l40 
(3,43) 
17.30 
(0,32) 
26,10 
(0,48) 
1376.74 
(25.46) 
5407.87 
1978-79 
956.70 
(16.71) 
700.70 
(12.24) 
327.70 
(5.72) 
340.50 
(5.95) 
232.90 
(4.07) 
226.6 
(3.95) 
148.10 
(2.59) 
166.90 
(2.91) 
224.30 
(3.92) 
144.00 
(2.51) 
131.00 
(2.29) 
109.90 
(1.92) 
80.20 
(1.40) 
116,30) 
(2,03) 
221.90 
(3,88) 
18.90 
(0.32) 
18.90 
(0.33) 
1561.06 
(27.26) 
5726.26 
Table 3.5 (Contd.-l 
COMMODITY 
1. 
2. 
3. 
4. 
5. 
6. 
7. 
B. 
9. 
10. 
11. 
12. 
13. 
14. 
15. 
16. 
17. 
18. 
19. 
Handicrafts 
Engineering Goods 
Leather & leather 
Manufactures 
Tea 
Iron ore 
Fish i fish 
Preparations 
Cheaical & Allied 
Products 
Jute Manufactures 
Cottm Textiles 
Coffee 
Sugar 
Oil cakes 
Cashew Kernel 
Beverages and 
Tobacco 
Iron & Steel 
Mica 
Vegetable Oils 
Others 
GRAND TOTAL 
1979-80 
832.49 
(12.97) 
739.10 
(11.52) 
485.60 
(7.56) 
367.80 
(5.73) 
285.20 
(4.44) 
253.40 
(3.95) 
197.80 
(3.08) 
336.10 
(5.24) 
287.40 
(4.48) 
163.30 
(2.50) 
128.90 
(2.00) 
127.50 
(1.99) 
118.10 
(1.84) 
113.54 
(1.77) 
32.70 
(0.51) 
20.60 
(0.32) 
49.50 
(0.77) 
1879.40 
(29.28) 
6418.43 
1980-81 
935.40 
(13.94) 
727.00 
(10.83) 
337.10 
(5.02) 
425.50 
(6.34) 
303.30 
(4.52) 
212.90 
(3.17) 
225.60 
(3.36) 
330.00 
(4.92) 
276.50 
(4.12) 
214.20 
(3.19) 
40.60 
(0.61) 
125.10 
(1.86) 
140.10 
(2.09) 
140.68 
(2.10) 
69.70 
(1.04) 
17.70 
(0.26) 
22.00 
(0.33) 
2167.32 
(32.30) 
6710.70 
1982-83 
1375.58 
(15.63) 
807.09(a) 
(9.17) 
395.15 
(4.49) 
369.75 
(4.20) 
380.50 
(4.32) 
364.16 
(4.14) 
348.34 
(3.96) 
206.32 
(2.34) 
N.A 
187.13 
(2.13) 
67.44 
(0.77) 
148.59 
(1.69) 
135.36 
(1.54) 
247.88 
(2.82) 
51.00 
(0.58) 
2 0 . lis 
(0.23) 
25.21 
(0.29) 
3673.68 
(41.73) 
8803.31 
1983-84 
1683.10 
(17.23) 
758.6e(a: 
(7.76) 
470.40 
(4.81) 
515.17 
(5.27) 
401.56 
(4.11) 
359.31 
(3.68) 
327.63 
(3.35) 
170.93 
(1.75) 
N.A 
181.74 
(1.86) 
175.30 
(1.79) 
151.58 
(1.55) 
150.79 
(1.54) 
178.09 
(1.82) 
48.00 
(0.49) 
19.16 
(0.20) 
29.96 
(0.31) 
4149.31 
(42.47) 
9770.71 
1984-85 
1655.27 
(14.09) 
1 880.25(a) 
(7.50) 
694.83 
(5.92) 
766.69 
(6.53) 
459.44 
(3.91) 
381.37 
(3.25) 
482.86 
(4.11) 
341.26 
(2.91) 
N.A. 
210.22 
(1.79) 
36.13 
(0.31) 
136.92 
(1.17) 
179.68 
(1.53) 
178.34 
(1.52)^ 
76.00 
(0.65) 
19.57 
(0.17) 
55.18 
(0.47) 
5189.67 
(44.19) 
11743.68 
1985-86 
1850.15 
(16.98) 
760.20(a) 
(6.98) 
487.66 
(4.48) 
611.91 
(5.62) 
554.59 
(5.09) 
388.60 
(3.57) 
285.89 
(2.62) 
269.60 
(2.47) 
N.A. 
235.64 
(2.16) 
10.99 
(0.10) 
123.54 
(1.13) 
215.33 
(1.98) 
146.69 
(1.35) 
48.00 
(0.44) 
20.90 
(0.19) 
38.09 
(0.35) 
4846.73 
(44.49) 
10894.60 
Note: Figures within Brackets denote percentage shares in toatl exports. 
(a) Machinery including Transport equipaent and uetal aanufactures excluding Iron and steel. 
Sources : Reserve Bank of India, Bulletin and Govt, of India, Econoiic Survey (Various issues) 
TABLE 3 , 6 : INDIA 
Country 
AUSTRALIA 
CANADA 
CZECmSLOVAI';iA 
FRANCE 
FEDERAL REPUBLIC 
OF GERMANY 
ITALY 
IRAN 
Mm 
POLAND 
U.K. 
U.S.A. 
U.S.S.R. 
TOTAL 
(Including 
others) 
'S TRADE BAI 
Exports 
Imports 
Balance 
Exports 
Imports 
Balance 
Exports 
Imports 
Balance 
Exports 
Imports 
Balance 
Exports 
Imports 
Balance 
Exports 
Imports 
Balance 
Exports 
Iiaports 
Balance 
Exports 
Imports 
Balance 
Exports 
Imports 
Balance 
Exports 
Imports 
Balance -
Exports 
Imports 
Balance 
Exports 
Imports 
Balance 
Exports 
Imports 
Balance 
LANCE WITH PR 
1960-61 
22.39 
17.79 
4.60 
17.62 
19.86 
-2.24 
7.30 
8.76 
-1.46 
8.84 
21.13 
-12.29 
19.87 
122.52 
-102.65 
9.27 
25.97 
-16.70 
5.41 
29.55 
-24.14 
35.27 
60.78 
-25.51 
3.87 
4.42 
-0.55 
172.48 
217.15 
-44.67 
102.53 
327.56 
-225.03 
28.81 
15.87 
12.94 
642.32 
1121.62 
-479.30 
;INCIPAL COUN 
1961-62 
15.95 
24.17 
-8.22 
17.60 
18.55 
-0.95 
8.10 
15.02 
-6.92 
8.16 
16.61 
-8.45 
20.63 
122.88 
-102.25 
9.16 
26.33 
-17.17 
4.76 
47.61 
-42.85 
40.54 
59.45 
-18.91 
4.51 
9.16 
-4.65 
160.94 
200.15 
-39.21 
115.74 
255.54 
-139.80 
32.20 
39.94 
-7.74 
660.34 
1090.06 
-429.72 
[TRIES : 1960-6 
1962-63 
18.71 
24.28 
-5.57 
22.19 
16.87 
5.32 
11.24 
19.71 
-8.47 
9.28 
14.76 
-5.48 
16.27 
98.66 
-82.39 
9.57 
22.21 
-12.64 
6.42 
45.42 
-39.00 
33.42 
64.86 
-31.44 
11.59 
8.13 
3.46 
163.22 
185.56 
-22.34 
114.33 
346.84 
-232.51 
38.25 
58.64 
-20.39 
685.48 
1131.48 
-446.00 
il TO 1985-86 
1963-64 
17.65 
17.92 
-0.27 
21.19 
23.97 
-2.78 
16.16 
17.33 
-1.17 
11.11 
13.45 
-2.34 
20.15 
90.46 
-70.31 
11.34 
17.42 
-6.08 
4.76 
47.69 
-42.93 
58.85 
65.87 
-7.02 
9.66 
10.54 
-0.88 
163.67 
171.46 
-7.79 
129.89 
449.97 
-320.08 
52.10 
68.46 
-16.36 
793.24 
1222.85 
-429.61 
1964-65 
19.99 
24.65 
-4.66 
17.46 
26.52 
-9.06 
15.92 
19.83 
-3.91 
12.08 
17.86 
-5.78 
17.69 
109.34 
-91.65 
10.04 
22.62 
-12.58 
4.90 
29.68 
-24.78 
60.90 
78.19 
-17.29 
11.17^ 
15.38 
-4.21 
167.30 
163.65 
3.65 
146.89 
510.48 
-363.59 
77.92 
78.78 
-0.86 
816.30 
1349.03 
-532.73 
1965-66 
17.54 
24.18 
-6.64 
20.29 
30.52 
-10.23 
15.83 
21.15 
-5.32 
11.24 
18.05 
-6.81 
18.16 
137.15 
-118.99 
8.46 
19.86 
-11.40 
5.99 
34.08 
-28.09 
57.12 
79.33 
-22.21 
9.12 
13.66 
-4.54 
145.71 
150.09 
-4.38 
147.75 
535.08 
-387.33 
92.99 
83.17 
9.82 
805.64 
1408.53 
-602.89 
TABLE 3.6 (tatd.) 
Country 
AUSTRALIA 
CANADA 
CZEC«3SL0VAKIA 
FRAICE 
FEDERAL REPUBLIC 
OF GERMANY 
ITALY 
IRAN 
JAPAN 
m.m 
U.K. 
U.S.A. 
U.S.S.fi. 
ma. 
(Including 
others) 
Exports 
Ifflports 
Balance 
Exports 
Inports 
Balance 
Exports 
Imports 
Balance 
Exports 
Imports 
Balance 
Exports 
Imports 
Balance 
Exports 
Imports 
Balance 
Exports 
Imports 
Balance 
Exports 
Imports 
Balance 
Exports 
Imports 
Balance 
Exports 
Ifflports 
Balance 
Exports 
Imports 
Balance 
Exports 
Imports 
Balance 
Exports 
Imports 
Balance 
l%6-b7* 
22.00 
50.40 
-28.40 
24.98 
85.41 
-60.43 
23.19 
25.35 
-2.16 
18.15 
35.09 
-16.94 
21.53 
136.56 
-115.03 
13.10 
35.26 
-22.16 
10.31 
31.13 
-20.87 
90.59 
85.30 
5.29 
12.53 
16.30 
-3.77 
173.84 
134.55 
39.29 
179.47 
626.38 
-446.91 
101.51 
88.39 
13.12 
967.44 
1704.42 
-736.98 
1967-68 
27.98 
64.96 
-36.98 
29.77 
97.77 
-68.00 
29.17 
27.34 
1.83 
15.44 
34.42 
-18.98 
22.28 
143.16 
-120.88 
17.81 
34.07 
-16.26 
14.20 
32.12 
-17.92 
135.92 
106.90 
29.02 
21.99 
23.70 
-1.71 
229.03 
157.86 
71.17 
207.43 
771.50 
-564.07 
121.79 
95.82 
25.97 
1198.69 
2007.61 
-808.92 
1968-69 
25.50 
25.72 
-0.22 
29.71 
98.72 
-69.01 
31.77 
35.27 
-3.50 
19.19 
36.50 
-17.31 
26.50 
120.09 
-93.59 
18.06 
49.15 
-31.09 
21.42 
86.40 
-64.98 
158.33 
115.30 
43.04 
24.85 
21.80 
3.05 
201.51 
127.87 
73.65 
234.27 
575.06 
-340.79 
148.31 
185.51 
-37.20 
1360.02 
1858.87 
-498.85 
1969-70 
24.46 
31.31 
-6.85 
26.33 
74.87 
-48.54 
30.00 
23.02 
7.06 
21.72 
23.73 
-2.01 
29.89 
84.44 
-54.55 
12.94 
39.85 
-26.91 
24.02 
83.43 
-59.41 
179.36 
67.41 
111.95 
21.34 
23.56 
-2.22 
165.07 
102.59 
62.48 
237.97 
467.22 
-229.25 
176.37 
171.33 
5.04 
1413.28 
1582.20 
-168.82 
1970-71 
24.46 
36.58 
-12.12 
27.96 
117.23 
-89.27 
29.46 
20.20 
9.26 
17.98 
21.33 
-3.35 
32.31 
107.47 
-75.16 
14.01 
28.86 
-14.85 
26.65 
91.64 
-64.99 
203.48 
83.43 
120.05 
22.14 
28.03 
-5.89 
170.44 
126.76 
43.68 
207.34 
452.95 
-245.61 
209.85 
106.13 
103.72 
1535.16 
1634.20 
-99.04 
1971-72 
28.00 
29.40 
-1.40 
39.41 
113.33 
-73.91 
30.49 
10.17 
20.32 
24.21 
37.07 
-12.86 
37.10 
127.04 
-89.94 
24.22 
24.47 
-0.25 
19.75 
126.36 
-106.61 
182.27 
161.60 
20.67 
19.91 
50.45 
-30.54 
168.70 
220.81 
-52.11 
263.08 
418.69 
-155.61 
208.70 
87.32 
121.38 
1608.22 
1824.54 
-216.32 
1972-73 
25.98 
33.55 
-7.57 
28.20 
107.61 
-79.41 
46.10 
15.91 
30.19 
45.90 
39.85 
6.05 
62.28 
172.68 
-110.40 
48.85 
35.94 
12.91 
24.77 
121.98 
-97.21 
217.16 
178.53 
38.63 
44.18 
36.25 
7.93 
172.53 
237.25 
-64.72 
275.74 
234.87 
40.87 
304.82 
114.37 
190.45 
1970.83 
1867.44 
103.39 
TABLE 3.6 (Contd.) 
Country 
WJSTRW.IA 
CANADA 
CZECWlSLOVWdA 
FRWCE 
FEDERAL REPUH.IC 
(F GERMANY 
ITALY 
IRAN 
JAPAN 
POLW© 
U.K. 
U.S.A. 
U.S.S.R. 
TOTAL 
(Including 
others) 
Exports 
Isports 
Balance 
Exports 
Imports 
Balance 
Exports 
loports 
Balance 
Exports 
Imports 
Balance 
Exports 
Inserts 
Balance 
Exports 
Imports 
Balance 
Exports 
Imports 
Balance 
Exports 
Imports 
Balance 
Exports 
Imports 
Balance 
Exports 
Imports 
Balance 
Exports 
Imports 
Balance 
Exports 
Imports 
Balance 
Exports 
Imports 
Balance 
1973-74 
50.78 
43.81 
6.97 
31.09 
115.86 
-84.77 
43.79 
26.71 
17.08 
49.70 
70.29 
-20.59 
86.79 
205.79 
-119.00 
69.35 
49.40 
19.95 
42.83 
267.58 
-224.75 
358.75 
259.53 
99.22 
51.68 
46.21 
5.47 
263.15 
252.17 
10.98 
345.92 
498.43 
-152.51 
286.01 
254.73 
31.28 
2523.40 
2955.37 
-431.97 
1974-75 
66.00 
118.00 
-52.00 
44.00 
131.00 
-86.00 
60.00 
33.00 
27.00 
B6.32 
83.79 
2.53 
106.17 
316.39 
-210.22 
52.00 
78.00 
-26.00 
215.00 
473.00 
-258.00 
296.88 
454.84 
-157.96 
77.00 
94.00 
-17.00 
312.26 
220.10 
92.16 
374.93 
736.78 
-361.85 
421.35 
408.92 
12.43 
3328.83 
4518.78 
-1189.95 
1975-76 
48.21 
101.67 
-53.46 
45.80 
232.01 
-186.21 
34.71 
53.01 
-18.30 
86.22 
196.53 
-110.31 
117.91 
369.96 
-252.05 
78.53 
79.95 
-1.42 
272.29 
459.88 
-187.59 
432.76 
361.18 
71.58 
89.90 
81.04 
8.86 
421.32 
284.00 
137.32 
519.98 
1285.22 
-765.24 
416.69 
309.78 
106.91 
4036.26 
5264.78 
-1228.52 
1976-77 
66.04 
249.33 
-183.29 
49.54 
129.40 
-79.86 
44.86 
34.19 
10.67 
178.39 
140.30 
38.09 
229.98 
316.81 
-86.83 
117.00 
57.00 
60.00 
146.98 
507.97 
-360.99 
544.38 
297.36 
247.02 
116.87 
38.13 
78.74 
521.44 
336.67 
184.77 
569.06 
1053.01 
-483.95 
453.81 
316.05 
137.76 
5142.25 
5073.79 
68.46 
1977-78 
82.56 
72.48 
10.08 
46.01 
181.21 
-135.20 
52.13 
29.14 
22.99 
146.14 
158.46 
-12.32 
244.51 
554.82 
-310.31 
100.60 
86.95 
13.65 
116.59 
543.49 
-426.90 
505.83 
427.44 
78.39 
66.05 
58.87 
7.18 
52^.27 
461.07 
63.20 
677.02 
755.87 
-78.85 
656.88 
446.38 
210.50 
5407.87 
6020.23 
-612.36 
TABLE 3.6 (Contd.) 
Country 
AUSTRALIA 
CMADA 
CZECHOSLOVAKIA 
FRANCE 
FEDERAL REPUBLIC 
(F GERMANY 
ITALY 
IRAN 
JAPAN 
POLAND 
U.K. 
U.S.A. 
U.S.S.R. 
TOTAL 
(Including 
others) 
Exports 
laiports 
Balance 
Exports 
Imports 
Balance 
Exports 
Ifsports 
Balance 
Exports 
Imports 
Balance 
Exports 
IfDports 
Balance 
Exports 
Imports 
Balance 
Exports 
Imports 
Balance 
Exports 
Imports 
Balance 
Exports 
Imports 
Balance 
Exports 
Imports 
Balance 
Exports 
Imports 
Balance 
Exports 
Imports 
Balance 
Exports 
Imports 
Balance 
1976-79 
88.52 
91.97 
-3.45 
48.23 
240.33 
-192.10 
36.12 
30.92 
5.20 
176.15 
226.14 
-49.99 
272.07 
630.68 
-358.61 
137.02 
121.33 
15.69 
93.51 
352.46 
-258.95 
, 595.06 
565.03 
30.03 
62.33 
43.62 
18.71 
528.00 
569.60 
-41.6 
771.62 
761.91 
9.71 
411.36 
470.59 
-59.23 
5726.26 
6814.30 
-1088.04 
1979-80 
102.00 
162.84 
-60.84 
62.55 
226.48 
-163.93 
42.59 
51.68 
-8.73 
380.10 
644.55 
-264.45 
380.10 
644.55 
-264.45 
212.74 
179.54 
33.20 
96.11 
620.69 
-524.58 
646.26 
609.40 
36.86 
44.29 
60.68 
-16.39 
516.05 
708.81 
-192.76 
816.99 
926.07 
-109.08 
638.23 
824.33 
-186.10 
6418.43 
9142.58 
-2724.15 
1980-81 
91.62 
170.08 
-78.46 
62.34 
332.34 
-270.00 
55.30 
39.01 
16.29 
384.75 
693.77 
-309.02 
384.75 
693.77 
-309.02 
151.55 
242.48 
-90.93 
123.21 
1338.90 
-1215.69 
597.81 
748.78 
-ia).97 
68.97 
34.41 
36.56 
394.88 
730.99 
-336.11 
743.34 
1518.61 
-775.27 
1226.29 
1013.71 
212.58 
6710.70 
12549.15 
-5838.45 
1982-83 
93.9 
326.0 
-232.1 
57.5 
237.3 
-179.8 
N.A 
145.8 
425.6 
-279.8 
340.1 
831.4 
-491.3 
140.0 
246.0 
-106.0 
71.7 
802.7 
-731.0 
833.9 
1087.9 
-254.0 
N.A 
421.8 
912.6 
-490.8 
928.3 
1426.5 
-498.2 
1669.8 
1413.2 
256.6 
8803.31 
14292.74 
-5489.43 
1983-84 
94.8 
154.0 
-59.2 
91.8 
332.6 
-240.8 
N.A 
156.5 
289.3 
-132.8 
375.3 
1122.9 
-747.6 
164.0 
283.0 
-119.0 
119.5 
746.4 
-626.9 
825.7 
1446.9 
-621.2 
N.A 
556.1 
1152.7 
-596.6 
1395.6 
1841.9 
-446.3 
1305.9 
1645.6 
-339.7 
9770.71 
15831.50 
-6060.79 
1984-85 
138.0 
200.6 
-62.6 
131.1 
499.3 
-368.2 
N.A 
191.5 
357.0 
-165.5 
487.9 
1289.1 
-801.2 
213.0 
297.0 
-84.0 
134.1 
484.8 
-350.7 
1029.4 
1240.0 
-210.6 
N.A 
612.6 
933.5 
-320.9 
1765.8 
1700.6 
6S.2 
1879.6 
1788.1 
91.5 
11743.68 
17134.20 
-5390.52 
1985-86 
123.1 
442.1 
-319.0 
132.1 
451.1 
-319.0 
N.A 
202.7 
582.6 
-379.9 
513.0 
1543.7 
-1030.7 
217.0 
319.0 
-102.0 
94.9 
885.1 
-790.2 
1164.4 
1774.0 
-609.6 
N.A 
524.4 
1250.6 
-726.2 
1973.8 
2063.7 
-89.9 
2005.7 
1677.5 
328.2 
10894.60 
19657.70 
-8763.10 
• Reter to the period June to March only. 
Note :The figures for 1966-b7 to 1985-86 are in terms of devalued rupees 
and are not comparable with figures tor 1960-61 to 1965-66 which are 
in pre devaluation rupees. 
Source : Difc^tor General o1 Commercial Intelligence and Statistic, Calcutta. 
TABLE 3.7 : INDIA'S BALANCE OF PAYMENTS : CURRENT AND CAPITAL ACCOUNT POSITION : 1961-62 TO 1984-85 (Rs. Crores) 
Year Merchandise 
Trade (NET) 
Third Plan 
1961-62 
1962-63 
1963-64 
1964-65 
Annual Average 
of Third Plan 
Annual Plans 
1966-66 
1967-68 
1968-69 
Annual Average 
of Annual Plan; 
Fourth Plan 
1969-70 
1970-71 
1971-72 
1972-73 
1973-74 
Annual Average 
of 4rth Plan 
Fourth Plan 
Fifth Plan 
1974-75 
1975-76 
1976-77 
1977-7S 
1978-79 
Annual Average 
of 5th Plan 
1979-80 
Sixth Plan 
1980-91 
1981-82 
1982-83 
1983-84 
1984-85 
Annual Average 
of Su'th Plan 
-338 
-416 
-443 
-620 
-583 
-480 
-806 
-798 
-373 
-659 
-178 
-318 
-438 
-251 
-379 
-312.8 
-977 
-567 
+316 
-108 
-1843 
- 635.8 
-3374 
-5967 
-6121 
-5776 
-5871 
-6721 
-6091.2 
Invisibles 
(NET) 
+31 
+62 
+94 
H68 
+73 
+85.6 
-7 
-9 
+8 
-2.67 
-39 
-13 
+37 
-1 
+ 1680 
+332.8 
+333 
+861 
+ 1210 
+1842 
+2015 
+1252.2 
+3140 
+4310 
+3804 
+3480 
+3609 
+3849 
+3810.4 
Extent of 
Trade Deficit 
Financed 
By Invisible 
Receipts (7.) 
9.17 
14.90 
21.22 
27.10 
12.52 
17,83 
-0.87 
-1.13 
2.14 
0.05 
-21.91 
-4.09 
8.45 
-0.40 
443.27 
106.39 
34.08 
151.85 
382.91 
1705.56 
109.33 
196.95 
93.06 
72.23 
62.15 
60.25 
61.47 
57.27 
62.56 
Current 
Account 
Balance 
-307 
-354 
-349 
-452 
-510 
-394.4 
-813 
-807 
-365 
-661.67 
-217 
-331 
-401 
-252 
+1301 
+20 
-644 
+294 
+1526 
+1734 
+172 
+616.8 
-234 
-1657 
-2317 
-2296 
-2262 
-2872 
-2276.8 
Net Capital 
Inflow 
300 
352 
360 
396 
559 
393,4 
776 
877 
403 
685.33 
455 
243 
500 
218 
-1218 
39.6 
652 
536 
-130 
-180 
827 
103.4 
604 
1141 
699 
2921 
3035 
3778 
. Foreign 
Exchange 
Reserves 
including 
gold & SDRs 
297.31 
295.10 
305,81 
249.68 
297.98 
289.18 
478.44 
538,55 
576,70 
531.23 
820.95 
732.35 
856.93 
887.10 
992.78 
858.02 
1021.93 
1885.39 
3242.75 
4862.40 
5820.67 
3366.63 
5933.72 
5544,44 
4023.56 
4761,51 
5971,67 
7243.06 
2314.8 5512.85 
Movements m 
Foreign Exchange 
Reserves 
including 
gold & SDRs 
— 
-2.21 
10.71 
-56.13 
48.30 
-1.13 
180.46 
60,11 
38.15 
92.91 
244.25 
-88.6 
124.58 
30.17 
105.68 
83.22 
29,15 
863,46 
1357,36 
1619,65 
958,27 
965,58 
113.05 
-389,28 
-1520,88 
757,95 
1190,16 
1271,39 
261,87 
Source : Reserve Bank of India Bulletin (Various issues) 
TABLE (3.8) 
Progres of Import substitution in the Indian Economy 
Commodity 
Foodgrains 
Raw cfotlon* 
Sugar mill 
machinery 
Textile 
machinery** 
Iron and 
steel 
Soda ash 
Aluminium 
Caustic soda 
Bleaching 
power 
Bicycles 
Sewing 
Machines 
Newsprint 
paper & 
paperboards 
etc. 
Ammonium 
sulphate 
Han-made 
fibre & yarn 
Unit 
Million 
tonnes 
Lakh bales 
of 180 kg 
each 
Rs. lakhs 
Rs. Lakhs 
Thousand 
tonnes 
Thousand 
tonnes 
Thousand 
tonnes 
Thousand 
tonnes 
Thousand 
tonnes 
Thousand 
Nos. 
Thousand 
Nos. 
Thousand 
tonnes 
Thousand 
tonnes 
Thousand 
tonnes 
Thousand 
tonnes 
1950-51 
a) 60.60 
b) (5.9) 
a) 39.9 
b) 27.8 
a) !60 
b) (100.0) 
a) NA 
b) NA 
a) 1331 
b) (E5.2) 
a) 75 
b) (40,0) 
a) 14.7 
b) (72,8) 
a) 34 
b) (61,7) 
a) 9,4 
b) (61.7) 
a) 264 
b) (62,5) 
a) 56 
b) (41,1) 
a) 76 
b) (100,0) 
a) 151 
b) (23,2) 
a) 423 
b) (88,9) 
a) NA 
b) NA 
55-56 
71.9 
(1,7) 
49,6 
(12.3) 
419 
(95.2) 
1233 
(67.6) 
2162 
(13.9) 
154 
(46.7) 
23.5 
(68.5) 
96 
(62,5) 
8,2 
(61,0) 
661 
(22.4) 
125 
(11.2) 
84 
(95.2) 
260 
(26.9) 
607 
(34,1) 
31,9 
(20.7) 
60-61 
84,5 
(4,7) 
58,4 
(16,4) 
545 
(19.3) 
3361 
(69,1) 
3715 
(35.7) 
251,6 
(39.6) 
43,7 
(58.1) 
139.8 
(27.7) 
7.7 
(20.8) 
1071 
(neg) 
304 
(0.3) 
96 
(76,0) 
378 
(7.4) 
755 
(47,3) 
84,2 
(25.4) 
65-66 
86,9 
(9.7) 
64.3 
(10,9) 
776 
(0.8) 
7505 
(37.9) 
5416 
(16.7) 
366.7 
(9.7) 
62.4 
(25.6) 
292.2 
(25,4) 
9,2 
(20.6) 
1582 
(neg) 
433 
(0.7) 
115 
(73.9) 
584 
(4.5) 
1273 
(67.0) 
125.5 
(6,0) 
70-71 
107.2 
(2.8) 
72.8 
(11.1) 
11398 
(0.6) 
6759 
(13.2) 
5173 
(13,4) 
449.8 
(neg) 
174.2 
(3.7) 
371.1 
(neg) 
14.3 
(neg) 
2042 
(neg) 
236 
(0.3) 
181 
(79.6) 
770 
(1.9) 
989 
(16,1) 
191,6 
(10,0) 
71-72 
104.8 
(1,8) 
73,3 
(10.0) ) 
1772 
(0,1) 
7990 
(15.9) ) 
5864 
(22.9) 
500.1 
(2.2) 
203.2 
(10.3) 
388.7 
(1.3) 
17.3 
(neg) 
1766 
(neg) 
313 
(0.3) 
247 
(83.8) 
814 
(1.4) 
1100 
(13.5) 
193.1 
(5.9) 
TABLE 3.8 (Contd.) 
CoiMtiodity Unit 72-73 73-74 74-75 75-76 76-77 77-78 
Foodgrains 
Raw cfotton» 
Sugar mill 
machinery 
Textile 
machinery** 
Iron and 
steel 
Soda ash 
Aluminiuii) 
Caustic soda 
Bleaching 
po^r 
Bicycles 
Sewing 
Machines 
Newsprint 
paper & 
paperboards 
etc. 
Amnionium 
sulphate 
Han-made 
fibre i yarn 
Million 
tonnes 
Lakh bales 
of 180 kg 
each 
Rs. lakhs 
Rs. Lakhs 
Thousand 
tonnes 
Thousand 
tonnes 
Thousand 
tonnes 
Thousand 
tonnes 
Thousand 
tonnes 
Thousand 
Nos. 
Thousand 
Nos. 
Thousand 
tonnes 
Thousand 
tonnes 
Thousand 
tonnes 
Thousand 
tonnes 
103.1 
(0.8) 
74.4 
(6.7) 
1828 
(0.4) 
8586 
(19.1) 
6242 
(19.6) 
486.0 
(0.6) 
f75.4 
(1.0) 
391.8 
(0.2) 
(19.9) 
(neg) 
2400 
(neg) 
335 
(0.3) 
194 
(79.2) 
755 
(2.9) 
1243 
(14.8) 
215.8 
(5,4) 
105.4 
(4.2) 
63.4 
(5.0) 
2236 
(0.3) 
10971 
(15.6) 
5482 
(18.5) 
483.0 
(0.5) 
149.5 
(1.1) 
424,5 
(1.3) 
16.9 
(neg) 
2575 
(neg) 
259 
(0.6) 
166 
(70.5) 
744 
(2.3) 
1139 
(7.1) 
185.1 
(31,1) 
108.5 
(5.2) 
64,2 
(1.2) 
2705 
(0,2) 
14373 
(11,6) 
6110 
(19.6) 
519.0 
(0.6) 
128.0 
(1.1) 
427,2 
(0.3) 
19,9 
(neg) 
2341 
(neg) 
338 
(0.8) 
205 
(68.8) 
777 
(2.1) 
1356 
(12.8) 
205.8 
(3,1) 
116.8 
(6.3) 
64.0 
(3.2) 
3177 
(0.2) 
13705 
(3.5) 
6487 
(6.9) 
555.0 
(neg) 
186.0 
(3.9) 
469.0 
(neg) 
-
-
154 
(65.6) 
799 
(2.0) 
1587 
(4.5) 
204.5 
(5,4) 
123.5 
(4.1) 
63.6 
(6.3) 
4013 
(0.1) 
16480 
(9.6) 
5690 
(7.0) 
568.2 
(ml) 
209.9 
(0,6) 
505.6 
(neg) 
-
-
183 
(68,4) 
913 
(1.6) 
1903 
(0.1) 
266,6 
(11.0) 
121.0 
(0.2) 
66,2 
(10.3 
5133 
(neg) 
16216 
(11.3 
5406 
(1.1) 
573.1 
(neg) 
182.1 
(2.0) 
524.3 
(neg) 
-
-
223 
(75.1) 
983 
(1.8) 
2031 
(0,9) 
410.9» 
(35,7) 
* Due to change in source of data, the figures from 1973-74 
onwards are not strictly comparable. 
** Including spares and accessories. Due to change in source 
of data, the figures form 1965-66 are not strictly 
comparable with earlier years. 
*** Imports for these items are for April-December 1978. 
(-) Figures not given. 
NOTES: a. Total estimated supplies. 
b. Percentage of imports to total estimated supplies. 
1. In case of raw cotton, the total estimated 
supplies relate to the crop/agricultural 
years. For foodgrains, total supplies have 
been estimated on the basis of production for 
agricultural years and imports on financial 
year basis. 
H. In the case of food grains and raw cotton, 
the figures are three-year moving averages 
of a year before, the year concerned and year 
after except for 1974-75. 
3. Imports of ammonium sulphate relate to those 
imported for Central Fertiliser Pool. 
4. For man-made fibre and yarn, production 
relates to calender year and imports for 
fiscal years. 
SOURCE: Government of India, Economic Survey, 1971-7E, 1975-76, 
1976-77 and 1977-78. Reproduced from P. Leela, "Trends 
in India's Foreign Trade and Import Substitution", 
Foreign Trade Review, New Delhi, Vol. XV, No.4 Jan-
March," 1981, Table VIII, pp. 404-405. 
TABLE 3.5 : Growth fiates of Sdected Manufacturing Activities m the India Economy 
CoiiiiTiodity 
Foodgrains 
Raw Cotton 
Sugar mill 
machinery 
Te>,tile mchmery 
Iron and steel 
Soda ash 
Aluminium 
Caustic soda 
Newsprint 
Paper and paper 
boards etc 
Amoniuffl sulphate 
Han-made fibre 
and yarn 
(a) 
(b) 
(a) 
(b) 
(a) 
(b) 
(a) 
(b) 
(ai 
(b) 
(a) 
(b) 
(a) 
fb) 
(a) 
(b) 
(a) 
(bi 
(ai 
(b) 
(a) 
ih 
(a) 
(b) 
Period 
1950-51 to 
1977-78 
1950-5! to 
1977-78 
1950-51 to 
1977-78 
1955-56 to 
1977-78 
1950-51 to 
1977-78 
1950-51 to 
1977-78 
1950-51 to 
1977-78 
1950-51 to 
1977-78 
1950-51 to 
1977-78 
1950-51 to 
1977-78 
1950-51 to 
1977-78 
1955-56 to 
1977-78 
Growth Rale 
(X) 
E,44# 
-3.57 
1.65* 
-6.53s 
11.53* 
-26.16* 
10.70« 
-11. IE* 
5.05s 
-5.16 
6.97* 
-1fi.93» 
10.02« 
-18.30* 
9.27* 
-21.03* 
4.09* 
-1.20* 
6.36* 
-10.99* 
4.90* 
-15.81* 
9.18* 
-4.39 
t-value 
18,37 
0.97 
4,61 
2.95 
18.04 
7.35 
10,91 
5,72 
7.65 
1.84 
12.59 
7.74 
11,93 
6,32 
13,32 
6,33 
6,87 
4,46 
14,44 
9,49 
8.74 
3,31 
9,86 
1.20 
R 
0,97 
0.09 
0.687 
0.47 
0,97 
0,84 
0.93 
0,78 
0,85 
0.25 
0.94 
0.86 
0.93 
0.80 
0,95 
0,80 
0,83 
0,67 
0.95 
0.90 
0.88 
0,52 
0.92 
0,14 
* Significant at 57. level of significance. 
Notes : fa> Total estimated supplies. 
!b) Percentage of imports to total estimated supplies. 
Source! P.Leela, op.cit., p. 406. 
Table 3.10: Exchange Rate Of Rupee Vis-A-Vis Selected Currencies 
of the world 
Year Rs./Dollar Rs./Pound Rs/100 Yen Rs/DM Rs/SDR 
1980-81 
1981-82 
1982-83 
1983-84 
1984-85 
1985-86 
7.908 
8.968 
9.666 
10.340 
11.889 
12.235 
18.500 
17.110 
16.136 
15.417 
14.867 
16.847 
3.70 
3.90 
3.90 
4.40 
4.90 
5.60 
4.188 
3.861 
3.960 
3.940 
3.988 
4.555 
10.178 
10.335 
10.563 
10.941 
11.933 
12.923 
Cumulative 
Deprecia 35.37 9.81 -33.93 -8.06 -21.24 
tion 
S o u r c e : G o v e r n m e n t o f I n d i a , FcnnciMiM ' iij r'^-f'y. 1 9 8 8 - 8 9 . p . S - 7 0 
CHAPTER IV 
AN ECONOMETRIC MODEL OF INDIA'S BALANCE OF PAY-
MENTS : 1960-61 TO 1985-86 
This Chapter attempts to identify factors influencing 
movements in major components of India's Balance of Payments 
viz. Merchandise Imports, Merchandise Exports, Service 
Imports, Service Exports and Long-Term Capital Flow (Net). All 
these being dependent variables we have run different 
regressions (Single and Multivariate) for the period from 
1960-61 to 1985-86, Which is represented by N=26, and 
sub-period 1970-71 to 1985-86 represented by N=16. However, 
we have taken into account those equations which have greater 
explanatory powers. All equations were estimated in log-linear 
terms by Ordinary Least Squares (OLS) method. Since all 
variables have been expressed in logarithmic terms the 
estimated coefficients give respective elasticities. The 
specification of the equations used in this study have been 
drawn from the studies by Mohsin Khan (1974), M.R. Aggarwal 
(1984) and Karnan (1989) with slight variations. 
EMPIRICAL RESULTS 
Merchandise imports: 
The volume of Imports (M) is hypothesized to be an increasing 
function of the real gross domestic product (Y2) and net foreign 
exchange assets (FR) and decreasing function of the relative 
price ratio (MP/WP) i.e., the ratio of import price to domestic 
price. We also introduced a dummy variable (Dl) to account for 
the hike in oil price. The estimation of the import demand 
functions yield the following results: 
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(1) InM =-2.515 + 0.596 lnY2 
(-2.891) (7.867) 
N = 26, R^ = 0.721, R^ = 0.709, SE = 0.104, 
F(l,24) =61.889, DW = 1.043 
(2 ) InM = -3.571 + 0.691 * lnY2 - 0.061 Dl 
(-2.280) (4.957) (-0.813) 
N = 26, R^= 0.728, R ^  = 0.705, SE = 0.105, 
F(2,23) = 30.838, DW =1.048 
(3) InM = -3.722 + 0.719* In Y2 - 0.029 In FR 
(-1.308) (2.511) (-0.446) 
N =26, R^= 0 .723, R ^ =0.699, SE =0.106, 
F(2,23) = 30 .011 , DW =1.037 
(4 ) InM =-5.993 + 0.942* In Y2 -0.065 In FR 
(-1.380) (2.189) (-0.780) 
+ 0.092 In MP/WP 
(0.699) 
N = 26, R^ = 0.729, R ^  = 0.692, SE =0.107, 
F(3,22) = 19.725, DW =1.045 
(5 ) InM =-5.751 + 0.875 In Y2 + 0.093 In (MP/WP) 
(-3.892) (6.846) (0.984) 
N =16, R^  =0.792, R ^ = 0.760, SE =0.085, 
F(2,13) = 24.770, DW = 1.545 
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(6 ) InM =-13.867 + 1.691* In Y2 + 0.306 In (MP/WP)-0.164 In FR 
(-2.928) (3.592) (2.072) (-1.790) 
N = 16, R^ =0.836, R ^  =0.795, SE =0.079, 
F(3,12) = 20.380, DW =1.520 
(7 ) InM =-14.295 + 1.731* In Y2 + 0.323 ln(MP/WP) -0.167 In FR 
(-2.615) (3.220) (1.811) (-1.725) 
- 0.016 Dl 
(-0.183) 
N = 16, R^ = 0.836, R ^  = 0.777, SE =0.082, F(4,ll) = 14.062, 
DW = 1.532 
It is evident, from equation (1) that the coefficient of real 
income (Y2) is found to be statistically significant at 5 per 
cent level, with proper sign. It explains about 70.9 per cent 
of the variation in the aggregate demand for imports. There 
is a decline in the explanatory power of equation (2) to 70.5 
per cent, when a dummy variable (Dl) is considered along with 
the variable Y2. In equation (3) the variables Y2 and foreign 
exchange reserve (FR) are considered. These two variables 
explained 69.9 per cent of the variation in the aggregate 
demand for imports. There is a further decline in the 
explanatory power of equation (4) to 69.2 per cent when the 
variables Y2, FR and relative price ratio (MP/WP) are 
considered together, compared to equation (3). In all the four 
equations the value of the DW Statistic indicates the presence 
of autocorrelation. The variables real income (Y2) and relative 
price ratio (MP/WP) are considered in equation (5). These two 
variables explained 76 per cent of the variation in the 
aggregate demand for imports. There is an increase in the 
explanatory power of equation (6) to 79.5 per cent when the 
variables Y2, (MP/WP) and FR are considered together. There 
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is a decline in the explanatory power of equation (7) to 77.7 
per cent when a dummy variable is added to the variables Y2, 
MP/WP, and FR, Compared to equation (6). The values of DW 
Statistic in the equations (5), (6) and (7) indicate that there 
is no evidence of autocorrelation. 
However, it is found, from equations (1) to (7) that the only 
coefficient real income (Y2) is statistically significant at 
5 per cent level, with expected positive sign. The coefficients 
of (MP/WP), FR and Dl are not significant at 5 per cent level 
in any of the estimated equation. They have unexpected signs 
too. So real income is the only explanatory variable which 
explains the emergence of a large proportion of total imports. 
It is also clear from the results that the values of income 
elasticity of demand for imports as compared to price 
elasticity of demand for imports are quite high. 
MERCHANDISE EXPORTS 
The world demand for the India's volume of exports (X) is 
hypothesized to be favourably affected by an increase in the 
world real income (WGDP) and negatively related to the exchange 
rate (ER) and competitive position, which is measured by the 
ratio of India's export unit values to that of world export 
unit values (PX/PW). On account of devaluation of the Indian 
rupee in June, 1966 and substantial rise in subsidies for 
exports after 1974-75 we also used dummy variables. 
The estimated results of the export demand functions are the 
following: 
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(8) In X =1.169+ 0.760*InWGDP 
(4.818) (13.549) 
N = 26, R '^ =0.884, R ^ =0.880, SE =0.082, 
F(l,24) =183.59 
(9 ) In X =1.995 + 0.552* In WGDP + 0.137* D2 
(4.691) (5.255) (2.285) 
N =26, R^ =0.906, R ^ =0.898, SE =0.075, 
F(2,23) = 110.541, DW =1.152 
(10 ) In X =0.646 + 0.928* In WGDP-0.026 E/R 
(1.427) (6.857) (-1.357) 
N =26, R^ =0.893, R ^ =0.884, SE =0.080, F(2,23)=95.928, DW =1.046 
(11) In X =1.645 + 0.659* In WGDP-O.160 In (PX/PW) 
(2.299) (4.304) (-0.709) 
, R^ =0.887, R ^ =0.877 
F(2,23) =90.136, DW =0.835 
N =26, , SE =0.082, 
(12 ) In X = 1.725 + 0.640* In WGDP - 0.174 In (PX/PW) + 0.009 D2 
(1.779) (2.917) (-0.679) (0.126) 
N =26, R^ =0.887, R ^  =0.872, SE =0.084, F(3,22) = 57.525, 
DW = 0.831 
(13) In X =1.012f 0.843* In WGDP-0.087 In (PX/PW)-0.025 E/R+0.02 D2 
(0.884) (3.007) (-0.328) (-1.150) (0.274) 
N =26, R^ =0.894, R ^ = 0.873, SE =0.084, F(4,21)=44.106, 
DW =0.995 
(14 ) In X =8.422 + 0.022 Ln Y2 - 0.87* In ER 
(3.830) (0.181) (-4.018) 
N =16, R^ =0.698, R ^ =0.652, SE =0.065, F(2,l3)=15.047, DW =1.567 
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(15 ) In X =3.839 + 0.126 In W G D P + 0.210 In (PX/PW) + 0.234* D 4 
(3.908) (0.586) (0.813) (3.406) 
N = 16, R^ = 0.740,1 ^  = 0.675, SE = 0.063, 
F(3,12) = 11.376, D W =2.320 
From the estimated equations (8) to (13) it is observed that 
the statistical fits of all six equations are reasonably good. 
All the coefficients of the variables considered in the model 
bear expected signs but are insignificant at 5 per cent level 
of significance except, the coefficient of the variable WGDP. 
Above results show that a major portion of growth in export 
volume was due to the growth in world real income (WGDP). It 
is evident from equation (14) that the coefficient of the 
variable real effective exchange rate index (ER) is found to 
be statistically significant at 5 per cent level with proper 
sign. This implies that changes, in the exchange rates of 
rupee, help significantly exports earnings of India. While the 
variable real gross domestic product (Y2) is not significant. 
In equation (15) the variable WGDP and PX/PW are not significant 
at 5 per cent level of significance but the coefficient of the 
dummy variable, which is considered to account for the 
substantial rise in subsidies for exports, is found to be 
statistically significant implying that the increasing 
government incentives for exports seemed to have favourable 
effect on the volume of exports. There does not seem to be any 
auto-correlation problem in the equations (14) and (15) as can 
be seen from the values of Durbin-Watson (DW) Statistic. 
IMPORT OF SERVICES 
Import of services, which represent the debit side of invisible 
items under the current account of balance of payments, is 
specified as a log-linear function of the merchandise imports 
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(MNPM) and external debt (EDO). Higher imports lead to higher 
amount of shipping, transport and other insurance charges and 
higher amount of external debt which in turn lead to higher 
amount of interest payments. Generally, it is expected that 
signs of the coefficients of merchandise imports (MNPM) and 
external debt outstanding (EDO) would be positive implying 
that increases in the merchandise imports and external debt 
would lead to increase in the import of services. The estimated 
relations are as follows: 
(16) In M S =-0.914+ 0.912Mn M N P M 
(-2.651) (21.842) 
N =26, R^ =0.952,1 ^  =0.950, SE =0.212, F(l,24) = 477.054 
(17) In MS =-1.706 + 0.696* In MNPM + 0.296* In EDO 
(-5.019) (10.826) (3.909)) 
N =26, R^ 0.971, R ^  =0.969, SE =0.168, F(2,23) = 388.071, 
DW =0.595 
(18) In MS =-9.380 + 1.571* In MNPM + 0.235* In EDO 
(-7.449) (7.194) (2.498) 
N =16, R^ =0.984, R ^ =0.981, SE =0.106, F(2,13) = 390.067, 
DW =2.108 
It is evident from the above results that the coefficient of 
the variable merchandise imports (MNPM) in equation (16) is 
found to be statistically significant with proper sign. The 
variable explains 95 per cent of the variation in the import 
of services. There is an increase in the explanatory power of 
equation (17) to 96.9 per cent when the variable external debt 
outstanding (EDO) is considered along with the variable MNPM. 
It can also be observed from the above equations (16), (17) 
and (18) that the influence of the variable merchandise imports 
69 
(MNPM) on the import of services (MS) is much larger than the 
external debt outstanding. 
EXPORT OF SERVICES 
Export of Services, which represent credit side of invisible 
items under the current account of balance of payments, is 
hypothesized to be favourably affected by an increase in the 
world real income (WGDP), and adversely affected by the 
increases in the ratio of consumer price index in India to the 
world (RCPI) and the real exchange rate (ER). The expected 
sign of the coefficient of the ratio of consumer price index 
in India to the world is negative, which implies that with an 
increase in consumer price index in India, as compared to that 
of world, the value of the variable RCPI increases. This will 
therefore, lead to lower inflow of tourists to India and hence 
lower export of services. The coefficient of real exchange 
rate has been estimated only in the case of 1970-71 to 1985-86 
period because the system of fixed exchange rate remained 
operative up to 1971 on the international scene. The estimated 
relations are the following: 
(19) In ES =-10.919+ 4.182* In W G D P 
(-7.730) (12.799) 
N =26,R^=0.872, R ^ =0.867, SE =0.475, F(l,24) =163.821 
(20) In ES =-8.607 + 3.722* In WGDP - 2.083* In RCPI 
(-7.199) (13.819) (-4.337) 
N =26, R^ =0.930, R ^  =0.924, SE =0.360, 
F(2,23) =152.106, DW =1.802 
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(21) In ES =-7.754 + 5.574* In W G D P - 2.027 In ER 
(-0.786) (5.938) (-1.510) 
N =16, R^ =0.901, R ^  =0.886, SE =0.350, F(2,13)=59.047, 
D W =2.982 
It is evident from the above estimated equations that all the 
estimated coefficients are found to be statistically 
significant at 5 per cent level of significance, except the 
coefficient of real exchange rate in equation (21), and bear 
expected signs. 
Moreover, all the equations appear to be well specified with 
the fairly high values of R and F and no evidence of 
autocorrelation. Variations in exchange rate and devaluation 
of Indian rupee did not materially affect our exports of 
services abroad or to the tourists at home. Demand for exports 
of Indian Services is more influenced by the WGDP which 
Symbolizes the incomes of the importers of our services. 
LONG-TERM CAPITAL FLOW (NET) 
Net long-term capital flow is hypo .thesised to be favourably 
affected by the increases in the domestic public sector saving 
investment gap (PUSIGAP), growth rate of net foreign exchange 
assets (GNFA) and the ratio of consumer price index in India 
to the world (RCPI), and negatively related to the current 
account balance (CUB). 
The expected signs of the coefficients of the variables 
PUSIGAP, GNFA and RCPI are positive implying that higher the 
gap between the domestic public sector saving and investment 
more would be LCAP. Recent Indian experience indicates that 
net foreign assets are replenished by borrowings from 
international financial institutions and in situation of 
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higher domestic inflation rate, which represents either higher 
budget deficit or increasing gap between demand and supply of 
goods, the government resorts to external borrowing. While the 
negative sign of coefficient of the variable CUB implies that 
a country would seek capital inflow to offset its current 
account deficit and would acquire foreign securities to spend 
its surplus. The estimated relations are as follows: 
(22) L C A P =565.320 - 0.293 C U B - 0.078 PUSIGAP 
(0.396) (-1.918) (-1.309) 
+ 0.506* GNFA-463.613RCPI 
(4.435) (-0.469) 
N =16, R^ =0.898, R ^  =0.860, SE =436.754, 
F(4,ll) = 24.099, D W =2.320 
It is evident from equation (22) that the coefficients of the 
variables CUB and GNFA have expected signs, where only the 
coefficient of GNFA is found to be statistically significant 
at 5 per cent level of significance, but the coefficients of 
the variables PUSIGAP and RCPI have neither expected signs nor 
statistically significant. However, the explanatory power of 
the equation is reasonably good. Also, there does not seem to 
be any auto-correlation problem as can be seen from the value 
of Durbin- Watson (DW) Statistic. An important finding of this 
study is that a major portion of growth in long-term capital 
flow was due to the growth in net foreign exchange assets. 
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CHAPTER V 
THE MONETARY APPROACH TO BALANCE OF PAYMENTS THEORY :^  
AN ECONOMETRIC STUDY OF INDIA 1960-61 TO 1985-86. 
5.1 INTRODUCTION 
The relevance of Monetary Approach to the Balance of Payments 
has been an extensively explored theme of discussion among 
economists throughout the world particulary due to high rate 
of inflation and growing balance of trade and balance of 
payments deficits in the developing countries. The essence of 
the argument of the monetary approach to the balance of payments 
is that the balance of payments is essentially a monetary 
phenomenon. The core of the analysis of monetry approach is 
based on Walras Law according to which the excess demand of 
goods and service, bonds and securities and money, considered 
together, equals zero. In an open economy, marcroeconomic 
framework excess demand for money can be eliminated by net 
sales of domestic goods and serviceior by sale of securities 
in the foreign market resulting in reserve inflow. Similarly, 
excess supply of money can be eliminated through purchases of 
foreign goods and services or by investment abroad resulting 
in reserve outflow. The balance of payments is in equilibrium 
when the sum of reserve inflow and outflow is zero. The 
deficit/surplus of balance of payments is, therefore, 
self-correcting provided that the monetary authorities do not 
replace the outflowing funds by a policy of creating new 
domestic credit. According to monetary approach the 
depreciation of "deficit nation's currency" under a freely 
flexible exchange rate system increases the nation's demand 
for money and absorbs the excess supply of money (which was 
the cause of deficit) without any outflow of money or reserves 
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from the nation. Contrary to this the appreciation of a "surplus 
nation's currency" automatically eliminates the excess demand 
for money in the nation without any inflow of money or 
reserves. Whereas under a managed exchange rate system balance 
of payments disequilibria are partly corrected by exchange 
rate changes (which affect the demand for money in the deficit 
and surplus nations) and are partly corrected by international 
money flows (which change the supply of money in the deficit 
and surplus nations). There is paucity of studies undertaken 
to test the validity of monetary approach to the balance of 
payments in the Indian case. S.L. Bhatia (1980) studies the 
period 1951-1973 and emphasises the validity of monetary 
approach for India. M. Sohrab Uddin (1985) covers the period 
1960 - 1980 and stresses that this approach is not an 
appropriate model for explaining international reserve 
movement in India. Sundararajan (1986) investigates the period 
1952-1977 and says nothing about the causal relations between 
domestic credit and foreign exchange reserves. R. Kannan (1989) 
deals with the period 1968 - 1985 and supports the validity 
of monetary approach. V.S. Raghavan and M.K. Saggar (1989) 
covers the period 1960-61 to 1985-86 and shows that the monetary 
approach to the balance of payments theory is not an appropriate 
model for explaining movements in net foreign assets in the 
Indian case. Against this background, the objective of this 
Chapter is to empirically test the relevance of the monetary 
approach to the understanding of balance of payments situation, 
in India during 1960-61 to 1985-86. 
The organisational structure of this chapter is as follows: 
For the purpose of background reference the theories related 
to the Monetary Approach to the Balance of Payments are briefly 
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examined in chronological order in Section 5.2. In Section 
5.3 methodology adopted, for testing validity of the 'monetary 
approach' in Indian case, is presented. In Section 5.4 
estimated results of the demand for money, reserve flow 
equation and sterilisation equation are analysed. The last 
section contains conclusions of the study. 
5.2 HISTORICAL PERSPECTIVE OF THE MONETARY APPROACH 
The monetary approach to the balance of payments theory has a 
long academically overwhelmingly reputable history. For the 
purpose of background reference to monetary approach the 
theories in the chronological order are : 
(i) The classical price-specie-flow mechanism and purchas-
ing power parity theory. 
(ii) The elasticities approach. 
(iii) The Keynesian multiplier approach 
(iv) The absorption approach 
(v) The economic policy approach 
(vi) The monetary approach 
(i) The classical price-specie-flow mechanism and purchasing 
power parity theory 
David Hume's (1752) 'price-specie-flow mechanism' in the 18th 
century^the interest in the monetary approach to the balance 
of payments which were seen as providing a mechanism for 
automatically correcting payments imbalances. David Hume 
argued that there was an automatic self-correcting 
'price-specie-flow mechanism'at work which guaranteed balance 
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of payments equilibrium. His explanation was that gold flows 
tended to produce price-level changes which in turn tended 
to pgedaaBB^ ^^ ico level ohangoa which in turm—tondeti to restore 
equilibrium in the balance of payments and eventually check 
the flow of gold. After the First World War, almost all the 
countries of the world abandoned the gold standard and adopted 
inconvertible paper currency standard in its place. It leads 
to the problem of fixing the rate of exchange between two 
countries currencies under inconvertible paper currency 
standard. In order to remove this difficulty Gaustav Cassel 
articulated his purchasing power parity theory. According to 
his theory the rate of exchange between two countries 
currencies under inconvertible paper currency standard is 
determined by the purchasing power parity of their 
currencies. Gaustav Cassel maintained it as "the rate of 
exchange between two currencies must stand essentially on the 
quotient of the internal purchasing powers of these 
currencies". However, the purchasing power parity theory has 
been severely criticised by many economists. 
According to Harry Johnson, 'the classical approach to 
international monetary theory contained no analysis of 
currency devaluation, except in the indirect form of the theory 
purchasing power parity offering some guidance on the problem 
of determining the level of a fixed rate of exchange to which 
a country temporarily on a floating exchange rate could safely 
return'. 
(ii) The Elasticities Approach 
The essence of the elasticities approach argument is that, 
under certain assumptions depreciation will improve the 
balance of payments of a country. Appreciation will worsen it 
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if the sum of the price elasticities of demand for a country's 
exports and of the price elasticities of demand for a country's 
imports are greater than one. 
The concept of 'elasticit^s' approach to balance of payments 
is based on the Marshallian partial equilibrium analysis which 
was developed by John Robinson in his essay "The Foreign 
Exchanges" (In Essay in Theory of Employment, London, 
Macmillan, 1937). 
The core of the analysis of traditional approach to the effect 
of devaluation on trade balance is contained in the 
Marshall-Lerner conditions stating that the sum of the 
elasticites of home demand for imports and foreign demand for 
exports must be greater than unity for a devaluation to have 
a positive effect on a country's trade balance. Marshall-Lerner 
conditions can be set out in the following formula: 
dB = KXp (ef + eh -1) 
Where dB is the change in trade balance, K the devaluation in 
percentage, X is exports, p the home price Cf exports, ef the 
elasticity of foreign demand for exports and eh the elasticity 
of home demand for imports. 
The above equation suggests the following rules for 
effectiveness of devaluation: 
(a) if ef + eh is greater than one, devaluation would imporve 
trade balance 
(b) if ef + eh is equal to one, devaluationjajoui^j^ave the 
trade balance unchanged ^ 
(c) if ef + eh is less than one, devaluation would result 
in worsening trade balance. 
The Shortcomings of this approach can be summed up briefly by 
saying that it is a partial equilibrium analysis. The approach 
1^  •! e^ si supply conditions and cost changes as a result of devaluation 
and it tends to neglect the income and expenditure effects of 
exchange rate changes. 
(iii) Keynesian Multiplier Approach 
The keynesian multiplier Approach was developed by Harberger 
(1950), Laursen and Metzler (1950) and Meade (1951). Harry 
Johnson^ pointed out that while the 'Keynesian Multiplier 
Approach'is a vast theoretical improvement on the 
'eleasticities approach' it shares with it three basic defects 
as an analysis of devaluation. First, it assumes a condition 
of mass unemployment and a rigid money wage. It therefore fails 
to provide any guidance for the analysis of devaluation under 
full employment or inflationary conditions. Second, it makes 
the same monetary- theoretical error of treating a demand for 
increased money balances as an equilibrium flow demand (matched 
by an. equilibrium excess of income over expenditure) rather 
than as one facet of a transient stock-flow adjustment process 
which must end with actual money stocks equal to 
desired,exenditure equal to income, and the balance of payments 
in balance. Third, the analysis ignores the fact that whether 
an increased domestic demand for money is met by international 
reserve inflow or domestic credit creation and hence whether 
devaluation improves the balance of payments or it depends 
crucially on the conduct of domestic monetary policy. 
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(iv) The Absorption Approach 
The absorption approach was originally developed by Sidney 
Alexander (1952) and subsequently elaborated by Harry Johnson 
(1958). Alexander explained that devaluation affects domestic 
economic variables such as consumption, investment and 
national income and this has to be taken into account in 
predicting the results of devaluation on the balance of 
payments situation of a country. Symbolically, the absorption 
approach caio be expressed as: 
Y = C + I + G + (X-M) 
where Y is national income, C is consumption expenditure I is 
investment expenditure, G is government expenditure, X is 
exports of goods and services. Letting X-M = B, and C + I + G 
= A, the relation becomes Y = A+B and then B = Y-A, where A 
is 'aggregate absorption' or domestic expenditure and B is the 
balance of trade. The equation suggests that devaluation can 
improve trade balance only if it increases national income 
more than absorption. 
The main theme of the absorption approach can be summed up by 
saying that the trade balance is the outcome of a difference 
between aggregate domestic income and aggregate domestic 
expenditure. The trade deficit occurs when domestic absorption 
exceeds domestic production and a surplus occurs when 
absorption is less than the output or income. The trade deficit 
will be reduced by devaluation if it cause output to rise more 
than any rise in absorption or fall by less than absorption. 
The absorption appbach marked a significant improvement over 
the 'elasticity' and 'Keynesian multiplier' approach. But 
according to D.J. Coppock (1978) it is instructive to look at 
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Harry's criticisms of the "absorption approach" as set out in 
his two papers (1977a, 1977b). These are: 
(i) It confuses the trade balance with the total balance. 
Actually, Alexander referred to the current account 
balance and deliberately abstracted from capital flows 
in the interest of simplicity. But Harry's 1958 paper 
extended the argument to capital flows. 
(ii) It assumes that any improvement in the balance of 
payments from devaluation will be nontransitory. But 
Alexander recognised explicitly that many of <i.f what 
he called "direct absorption effects" might be tran-
sitory (1952, p.274). 
(iii) It treats devaluation as a single policy. This is a 
valid point though one might argue that, with flexible 
wages and prices the Monetary Approach to- Balance of 
payments treats devaluation as a single (monetary) 
policy. 
(iv) It fails to elucidate the monetary policy role of 
devaluation under non - Keynesian conditions. But 
Alexander refers to the possibility that the cash 
balance effect may be removed by any domestic credit 
creation that comes in response to devaluation (1952, 
p.274). Although his references to the point are brief, 
there is a clear recognition of the central monetary 
approach to the balance of payments proposition that 
domestic credit expansion and balance of payments 
surpluses are alternative ways of satisfying any excess 
demand for cash balances. The argument was underlined 
by Machlup (1955, pp.273-5) in terms that permit no 
misunderstanding and the monetary impications of the 
"general absorption" approach were clearly set out in 
Harry's 1958 paper (pp.49-51) together with the general 
inferance that balance of payments problemiwere essen-
tially a monetary phenomenon, implying dishoarding by 
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residents and/or credit creation by the authorities. 
The theoretical linkage between devaluation, the real 
balance effect and monetary policy was set out in 1960 
in a brief but perceptive note by Michaely. 
(V) The Economic Policy Approach 
The essence of the economic policy approach, which is developed 
by Meade (1951) and Tinbergen (1952) "can be conveyed in the 
central finding that if, in a two-country world system, it is 
desired to achieve a balance of payments surplus/deficit 
equilibrium consistently with the maintenance of full 
employment in both countries, one country must deflate and the 
other inflate domestic expenditure by the amount of the desired 
surplus; that if the sum of the marginal propensities to import 
is less than unity, the deflation/inflation would create an 
excess supply of the intending surplus country's exports and 
an excess demand for the intending deficit country's exports 
at an unchanged relative price ratio; and that if the exchange 
market is stable (the 'stability' or 'elasticity condition' 
is fulfilled) the excess demand/excess supply can be cleared 
by an appropriate devaluation of the intending surplus 
country's exchange rate". 
According to Harry Johnson this approach has two theoretical 
errors. First, in sofar as it envisages an equilibrium balance 
of payments surplus or deficit, it wrongly treats international 
money flows as equilibrium repetitive flows rather than 
transient symptoms of stock disequilibrium and mechanism of 
adjustment of actual to desired stocks. Second, by identifying 
demands for additional money with a demand for accretions of 
international reserves it disregards the role of domestic 
monetary policy in determining both whether a devaluation is 
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"necessary" to correct a balance of payments deficit, or whether 
it will be successful in doing so. 
(vi) The Monetary Approach 
The essence of the argument of the monetary appr^lch to the 
balance of payments is that balance of payments disequilibrium 
must be cosidered as the outcome of stock disequilibrium 
between the supply of and demand for money. Balance of payments 
difficulties are a monetary phenomenon which can be corrected 
by monetary adjustment. The relevance of the monetary approach 
to the balance of payments has been extensively explored themes 
of discussion both in the developed and the developing 
countries particularly with reference to a rapidly rising price 
level and gradually deteriorating conditions of balance of 
payments. 
There has been a renewal of interest in the classical theory 
of the balance of payment* in the period following World War 
II. The monetary approach to the balance of payments represents 
a revival of the price-specie-flow theory originally advanced 
by D. Hume (1752) and later developed by Harry Johnson (1958, 
1972) and Robert Mundell (1968, 1971). The pioneering work of 
Harry Johnson and Robert Mundell is followed by a number of 
economists. The monetary approach to the balance of payments 
in its original version states that real variables effect the 
balance of payments and exchange rates. The real variables 
operate through monetary channels not only under a fixed and 
flexible exchange rate system but also under controlled 
exchange rate system because the money market in this model 
is assumed to be stable in the sense that if there is a 
disequilibrium in the money market it will initiate an 
automatic adjustment process and finally result in the 
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attairanent of equilibrium at least in the long-run. Thus major 
feature of this approach is that it tates into consideration the 
stock of money supply endogenous as the stock of money supply is 
linked with the balance of payments of the country. According to 
Hcirry Johnson "balance of payments deficits and difficulties are 
essentially monetary phenomenon, traceable to either of two causes: 
too low a ratio of international reserves relative to the domestic 
money supply, so that the economic policy authorities cannot rely on 
the natural self-correcting process; or the pursuit of governmental 
policies by credit creation. In both cases, the problem is associated 
fundamentally with the power of national banking systems to create 
money which has no internationally acceptable backing" . 
5.3 METHODOLOGY OF THE STUDY 
This study closely follows the model and methodology adopted 
by Harry Johnson (1958, 1972), Mohd. Sohrabuddin (1985), Kannan 
(1989) and Raghavan and Saggar (1989) with some slight 
alteration in the method and regressing the model by employing 
the stepwise inclusion of explanatory variables. 
To estimate the equations we have used time series data for 
the period 1960-61 -1985-86 and derived ordinary least square 
(OLS) estimates. Significance of the estimates is tested at 5 
per cent level. Problem like the presence of auto-corrrelation 
is duly considered. Standard Error (SE), R" ^  and F values are 
provided with each estimated equation. These values justify 
the 'goodness of fit' of the estimated equations. Data on all 
the variables was collected from the various issues of the 
Reserve Bank of India publication like the RBI Bulletins Annual 
Reports and Reports on Currency and Finance and the International 
Financial Statistics Yearbook published by the International Monetary 
Fund. 
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5.4 EMPIRICAL RESULTS 
AS reported earlier, the purpose of this chapter is to 
empirically test the validity of the propositions of monetary 
approach by analysing the time series data for the period 
1960-61 — 1985-86 using ordinary least squares (OLS) method. 
We have estimated various equations with numerous explanatory 
variables in different combinations. But here we report only 
'best- fitting' regression equations. 
DEMAND FOR MONEY 
The demand for real balances is assumed to have the function 
of real national income (Yl), the price level (P) and the 12 
month time deposit rate of commercial banks (Ri2). 
Specifically, the demand for real money balances is assumed 
to be of the following form : 
In M/P = /iO+ 131 Ln Yl + fi2 Ln P + R3 R12 + et 
Since the above equation is specified in logarithms, /31 and 
B2 are the income and price elasticities respectively. In 
general, the coefficient of income (fil) is expected to be 
positive, whereas the coefficient of price (/32) is expected 
to be negative to reflect the opportunity cost of holding money 
balances relative to real goods and the coefficient of interest 
rate (133) would be negative, et is the error term which is 
assumed to be independent and normally distributed with zero 
mean and constant variance. 
Estimation of log linear equation, by employing the stepwise 
inclusion of variables, for demand for real balances for the 
period 1960-61 to 1985-86 yield the following results with t 
- values given in parentheses : 
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(1) InM/P = -4.551 + 0.862 InYl 
t-statistic=(-6.876) (14.820) 
R^ = 0.897, SE = 0.077, F(l,24) = 219.634 
(2) In M/P = - 8.936 + 1.317* InYl - 0.200 InP 
t-statistic =(-2.629) (3.752) (-1.314) 
R^ = 0.900, SE = 0.076, 
F (2,23) = 114.011, DW = 1.828 
(3) In M/P = -10.114 + 1.444*lnY]-0.2931nP+0.018Ri2 
t - statistic = (-2.538) (3.473) (-1.327) (0.590) 
R^ = 0.898, SE = 0.077, F(3,22) = 73.967, DW = 1.80 
(4) In M/P = -9.968 + 1.421MnYl-0.279 lnP+0.0931nRi2 
t-statistic = (-2.613) (3.624) (-1.403) (0.629) 
R^ = 0.898, SE = 0.077, F(3,22) = 74.144, DW = 1.815 
It is evident from equation (1) that the coefficient of the 
variable real national income Yl is found to be statistically 
significant at 5 per cent level with proper sign. The variable 
explains 89.7 per cent of the variation in the demand for real 
money balances. There is a slight increase in the explanatory 
power of equation (2) to 90 per cent, when variable P is 
considei;;d along with variable Yl, while the coefficient of 
the variable P possesses expected sign but it is not 
significant. In comparison to equation (2) there is a slight 
decrease in the explanatory power of equation (3) to 89.8 per 
cent when the variable 12 month time depp^it rate of commercial 
banks (R12 is added to the variable Yl and P. The coefficients 
of the variables P and R12 are not significant at 5 per cent 
level whereas coefficient of Pi is highly significant. Apart 
from using R12 we have also used lnRi2. The results which are 
presented in equation (4) prove to be some what similar. It 
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can be observed that all the four equations have high degree 
of explanatory power with no serial correlation but equation 
(1) is superior in terms of F value. 
We have also estimated the demand for real balance equation 
for the period 1970-71—1985-86 which yield the following 
results: 
(5 ) In M/P = - 8.937 + 1.338* InYl -0.253 InP 
- statistic = (-1.887) (2.749) (-1.193) 
R^ = 0.708, SE =0.089, F(2,13) = 19.183, DW = 1.887 
(6) In M/P = -6.940 + 1.14* InYl -0.171 InP -0.01 R12 
t-statistic =(-1.261) (2.275) (-0.707) (-0.749) 
R^ = 0.698, SE = 0.090, F(3,12) = 12.544, DW = 2.059 
(7) In M/P = -9.81 + 1.421* InYl-0.306 In P-0.073 lnRi2 
t-statistic =(-1.526) (2.214) (-0.910) (-0.211) 
R^ = 0.685, SE = 0.092, F(3,12) = 11.863, DW = 1.840 
Of the above three equations (5), (6) and^ t (7),' equation (5) 
is clearly superior in terms of R and F values. In all the 
equations the signs of coefficients are as per expectations 
but all the coefficients are insignificant at 5 per cent 
confidence level except the coefficient of Yl, whcih is 
significant. 
From equations (2), (3), (4), (5), (6) and (7) we observed 
that the coefficients of P and R12 are not significant at 5 
per cent level whereas the coefficient of Yl is significant. 
Therefore, we conclude that the changes in P and R12 do not 
explain the variation in demand for real balances, while the 
change in Yl does affect to demand for real balances. It is 
also evident from the equations (2), (3), (4), (5), (6), and 
86 
(7) that the income elfinsticity of real demand for money is 
more than unity, indicating that the real demand for money 
rises more than proportionally as income rises. 
RESERVE FLOW EQUATION 
We have estimated the following assumed form of Reserve Flow 
Equation : 
R/H^lnR =13o + BlAlnYl + 132 A lni+B3 A Inp + /34'^ ln'»^  
+/35 D/H A InD +et 
Where R = Net Foreign Exchange Assets of RBI; 
H = Reserve Money; 
D = Domestic Component of Reserve Money (D = H-R); 
Yl = Net National Product at Factor Cost at 1980-81 
prices; 
i = Bank Rate; 
P = wholesale Price Index (Base (1980-81 = 100); 
m = Money Multiplier of Narrow Money (Ml); 
e = Error Term; 
^ = Represents Change; 
In = Natural Log. 
Bl, R2, R2, M and 135 are the coefficients to be estimated. 
In general, it is expected that J31>0, fi2<0, ]33>0, and J34«>'B5 
known as "offset coefficient" shows the degree to which changes 
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in the domestic component of the reserve money are offset by 
changes in the international reserves. It is expected that the 
value of the offset coefficient (135) is -1 and the changes 
in the domestic component of the reserve money (D) will cause 
opposite and equal change in the international reserve (R) 
i.e., the direction of causation is always from ^ InD to ^ I n R 
and not otherwise. 
Estimation of the reserve flow equation, by using the stepwise 
inclusion of explanatory variables, for the period 1960- 61 — 
1985-86 yield the following results : 
(8) R/H-alnR = 0.098 -0.739* D/H^lnD 
t- statistic = (5.591) (-5.025) 
R^ = 0.492, SE = 0.057, F (1,24) = 25.25, 
(9) R / H A l n R = 0.099 - 0.512*Aln m- 0.769* D / H A l n D 
t-statistic = (6.734) (-3.321) (-6.216) 
R^ = 0.642, SE = 0.048, F (2,23) = 23.418 
(10) R/HAlnR = 0.107 -0.196 AinP -0.533*/^Inm 
t-statistic = (6.627) (-1.117) (-3.451) 
-0.697* D/HAJnD 
(-5.012) 
R^ = 0.646, SE = 0.048, 
F(3,22) = 16.195, DW = 0.971 
(11) R / H A l n R = 0.102 + 0.126*A InYl + O.OOS^in i 
t-statistic =(5.103) (0.445) (0.034) 
-0.208A >^P ~D' ^24'*A k »i - ^ . ^ .gL/^J)///^ L3 
(-1.094) (-3- '^^ ^ f^^5o) 
R^ = 0.614, SE = 0.050, F(5,20) = 8.967, DW = 1.015 
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From the estimated equations (8), (9), (10) and (11) we can 
observe that the coefficients of the price and interest rate 
variables are of the unexpected signs while the estimated 
coefficients of the rest of the variables are of expected 
signs. It is also evident from the equations that all the 
coeffic^ients are insignificant at 5 per cent level except 
the coefficient of the rate of growth of money multiplier 
and the value of the offset coefficient which are 
statistically significant. 
Estimation ot the reserve flow equation for the period 1970-71 
— 1985-86 yield the following results: 
(12) R/HAlnR = 0.153-0.304 Alni-0.400* Alnm 
t-statistic = (9.232) (-1.961) (-3.204) 
-0.924D/HAlnD 
(-8.696) 
R ^= 0.856, SE = 0.038, F(3,12) = 30.836 
DW = 2.774 
(13) R/HAlnR =0,165 -0.173 Aln Yl-0.204 ^^In i 
t-statistic = (7.682) (-0.645) (-1.030) 
-0.185AlnP - OAiV^ln m -0.883"^  D/HAjnD 
(-0.916) (-3.312) (-6.777) 
R ^ = 0.848, SE = 0.039, F(5,10) = 17.788 
DW = 2.380 
Equa t ions (12) and (13) give j s l i gh t ly b e t t e r r e s u l t s as both 
t h e e q u a t i o n s have h igher degree of e x p l a n a t o r y power. The DW 
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statistic indicates the absence of first order serial 
correlation in both the equations. 
The above results are obtained by considering the change in 
the logarithmic values of the variables. Now only specifying 
the variables in logarithmic form and replacing Yl with gross 
domestic Product at factor cost at 1980-81 Prices (Y2), the 
estimation of theVeserve flow equation for the period 1970 -71 
— 1985-86 yield the following results. 
(14) R/HlnR =6.833-0.717*D/HInD 
t- statistic = (9.185) (-7.372) 
R ^= 0.781, SE = 0.563, F(l,14) = 54.348 
(15) D/HlnR =-28.623+ 3.142MnY2 -0.870* D/H In D 
t-statistic =(-14.551) (18.079) (-40.499) 
R ^= 0.991, SE = 0.114, F(2,13) = 823.068 
(16) R/HlnR = -22.132+2.607MnY2-0.834''lnm 
t- statistic = (-6.841) (9.588) (£.355) 
- 0.861* D/HlnD 
(-45.814) 
R ^ = 0.993, SE = 0.098, F(3,12) = 742.379 
(17) R/HlnR =-10.59 +1.412*lnY2+0.56rinP 
t- statistic = (-2.329) (3.167) ( 3.035) 
-0.858* In m - 0.869* D/H InD 
(-3.142) (-59.041) 
R ^ = 0.996, SE = 0.076, F(4,ll) = 940.094 
DW = 1.853 
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(18) R/HlnR =-9.989+ 1.34nnY2-0.156 Ini 
t- statistic = (-1.952) (2.578) (-0.313) 
+0.695 InP - 0.783 In m - 0.876* D/H InD 
(1.478) (-2.101) (-32.104) 
R ^  = 0.996, SE = 0.079, F(5,10) = 690.436 
D W = 1.831 
It is evident from equation (14), (15), (16) and (17) that all 
the explanatory variables are important as shown by the 
significance of the "t statistic". All the equations have 
high degree of explanatory power and the signs of co-efficients 
are as per expectations. 
The overall results of the estimated equations (from 8 to 18) 
suggest that the Indian reserve flow experience over the period 
under the study has been broadly in conformity with the monetary 
approach to the balance of payments. As it can be seen from 
all the equations that the value of offset coefficient is 
approaching - 1 and it is statistically highly significant. 
This confirms the proposition of the monetary approach to the 
balance of payments i.e., for a given amount of money multiplier 
changes in the domestic component of the reserve money (D) 
will cause opposite and equal change inthe international 
reserves (R). 
STERILIZATION EQUATION 
The sterilisation equation, which is considered as a policy 
reaction function of the monetary authorities, is expected to 
explain change in the domestic component of the reserve money 
(D) in response to change in the foreign assets (R) and other 
variables which are considered in the reserve flow equation. 
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Specifically, the sterilisation equation is assumed to be of 
the following form : 
D/HAlnD = 130+ fllAlnYl + fl2^1n i + flS^ln P 
+ fi4^1n m + fi5 R/H^inR + 'et 
where B5 is known as "Sterilisation coefficient". Other 
notations are the same as explained in reserve flow equation. 
Here Sterilisation Coefficient measures the use of monetary 
policy to sterlise the impact of reserve flows on the reserve 
money. In the monetary approach to the balance of payments it 
is assumed that the monetary authorities do not adopt any 
sterilisation policy. In other words the monetary authorities 
do not replace the outflowing funds by creating new domestic 
credit (which is known as sterilisation). If the monetary 
authorities do not adopt any sterilisation policy then the 
value of sterilisation coefficient is expected to be zero. But 
under complete sterilisation the value of coefficient would 
be -1. 
The estimation of sterilisation equation for the period 1960-61 
— 1985-86 yield the results shown in the following equations: 
(19) D/HAlnD = 0.113-0.694* R/H^lnR 
t- statistic = (9.662) (-5.025) 
R ^  = 0.492, SE = 0.056, F(l,24) = 25.25 
"(20) D/H-ainD = 0.115-0.452*Almn-0.815*R/H-^lnR 
t- statistic =(11.016)(-2.684) (-6.216) 
R ^  = 0.597, SE = 0.0496, F(2,23) = 19.49 
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(21) D/HAlnD=0.106 - 0.079 A InYl + 0.004/^ln i + 0.131AlnP 
t-statistic = (5.009) (-0.264) (0.027) (0.642) 
- 0.413*4n m - 0.755^R/B^nR 
(-2.181) (-4.620) 
R ^ = 0.547, SE = 0.053, F(5,20) = 7.040, 
DW = 1.083 
Above results reveal that the fit of equation measured by (R ) 
is not very high. The coefficients of all the explanatory 
variables are insignificant at 5 per cent level except the 
coefficients of money multiplier and net foreign assets which 
are significant at 5 per cent level. The values of sterilization 
coefficients in equations (19), (20) and (21) are -0.694, 
-0.815 and -0.755 respectively, while the monetary approach 
suggests a value of zero for this coefficient as the causation 
is from^lnD to^lnR and not otherwise. 
The estimated equations for the period 1970-71 — 1985-86 are 
presented below : 
(22) D/HAlnD = 0.145 - 0.791* R/HAInR 
t-statistic =(10.975) (-6.233) 
R ^  = 0.716, SE = 0.049, F(1J4) = 38.847, 
(23) D/HAlnD =0.144 - 0.382* A In m-0.888* R/HAlnR 
t-statistic = (13.108)(-2.713) (-7.990) 
R ^ = 0.805, SE = 0.040, F(2,13) = 31.93, DW = 2.191 
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(24) D / H A l n D = 0.158-0.273-Alni-0.377*Alnm 
t-statistic= (12.039)(-1.694) (-2.862) 
- 0.934* R/H<C^lnR 
(-8.696) 
R ^ = 0.829, SE = 0.038, F(3,12) = 25.308, DW = 2.836 
(25) D / H A l n D = 0.168 - 0.254 AlnYl - 0.255Aln i - 0.032 AlnP 
t-statistic = (7.482) (-0.943) (-1.301) (-0.151) 
- 0.396Hn m - 0.930* R / m n R 
(-2.581) (-6.771) 
R ^ = 0.813, SE = 0.0396 F(5,10) = 14.008, 
DW = 2.741 
I t i s e v i d e n t from t h e above e q u a t i o n s t h a t p e r i o d 1970-71 t o 
1985-86 y i e l d s b e t t e r f i t f o r t h e s t e r i l i s a t i o n e q u a t i o n i n 
t e r m s of e x p l a n a t o r y power . But i n a l l t h e e q u a t i o n s v a l u e s 
of s t e r i l i s a t i o n c o e f f i c i e n t s a r e a p p r o a c h i n g t o - 1 . 
W i t h o u t t a k i n g any change i n t h e l o g a r i t h m i c v a l u e s of t h e 
v a r i a b l e s i n s t e r i l i s a t i o n e q u a t i o n and r e p l a c i n g Yl by Gross 
Domes t i c p r o d u c t a t f a c t o r c o s t a t 1980-81 p r i c e s (Y2) , t h e 
e s t i m a t i o n of t h e e q u a t i o n f o r t h e p e r i o d 1970-71 — 1985-86 
y i e l d t h e f o l l o w i n g r e s u l t s : 
(26) D / H l n D = 9.114-1.108*R/H InR 
t- statistic =(32.641)(-7.372) 
R ^ = 0.795, SE = 0.70, F(l,14) - 54.348 
(27) D / H l n D = -32.907 +3.612*lnY2 -1.142*R/HlnR 
t- statistic =(-15.396) (19.666) (-40.499) 
R ^ = 0.992, SE = 0.131, F(2,13) = 969.311, 
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(28) D/HlnD = -19.847 + 0.63rinP + 2.254*lnY2 
t-statistic = (-3.315) (2.294) (3.676) 
-1.134* R/HlnR 
(-45.897) 
R ^ = 0.994, SE = 0.114, F(3,12) = 859.885, 
(29) D / H InD = -12.172 + 1.621* lnY2 + 0.651* In P 
t-statistic = (-2.330) (3.161) (3.088) 
-0.974* In m-1.147* R/H InR 
(-3.072) (-59.041) 
R ^  = 0.997, SE = 0.087, F(4,ll) = 1100.701, D W = 1.843 
(30) D / H InD = -10.758 + 1.451* lnY2 - 0.321 In i + 0.918 InP 
t-statistic =(-1.816) (2.390) (-0.575) (1.787) 
- 0.805 In m-1.131* R/H InR 
(-1.831) (-32.104) 
R ^  = 0.996, SE = 0.09, F(5,10) = 826.996, 
D W = 1.812 
Out of above five equations, (29) is best fitted in terms of 
R and F values. In general, all the individual equations have 
very high degree of explanatory powers. Except the equation 
(30) the coefficient of all the explanatory variables in all 
the equations are statistically significant at 5 per cent 
level. Values of the estimated sterilisation coefficients in 
equations (26), (27), (28), (29) and (30) are -1.108, -1.142, 
1.134, -1.147 and -1.131 respectively, and all are 
significant at 5 per cent level, while the monetary approach 
to the balance of payments postulates a zero value for the 
sterilization coefficient. The monetary approach to the 
balance of payments proposition that it is the domestic credit 
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which causes changes in international reserves and not 
vice-versa is not confirmed by our results. 
5.5 CONCLUDING REMARKS 
In summary we can say that in India the real demand for money 
rises proportionally more than income. Growth in output and 
the price level are associated with balance of payments 
surpluses. The growth in money supply (Ml) tends to be 
associated with deficits and reserve outflows whereas effects 
of the interest rate on reserve flows tend to be weak. All our 
results taken together suggest that India's reserve flow 
experience over the period of the study has been broadly in 
conformity with the monetary approach to the balance of 
payments but the sterilisation equation does not give guidance 
inthis direction. 
In view of the above results it becomes evident that the 
monetdry approach to the balance of payments needs to be 
probed from a different angle as well. This will have to be 
done by separating the reserves inflow on account of 
Non-Resident Indian's (NRI) remittances from the totally 
independent of growth of real output and changes in price level 
within India. The Second manner in which our results could 
be improved would be by taking instead of domestic price level 
if we take into account a ratio of domestic price to some kind 
of an average of world prices on as its proxy the ratio of 
prices of Indian exports and imports. 
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CHAPTER VI 
SUMMARY AND CONCLUSIONS 
We have made an attempt in the foregoing chapters to examine 
the impact of monetary management on India's balance of 
payments during 1960-61 to 1985-86. The analysis of the 
foregoing pages shows that the role of monetary policy during 
the period of our study has been two fold promotional and 
restrictive. The Reserve Bank of India endeavoured to moderate 
the expansion of credit and money supply in such a way as to 
ensure the legitimate requirements of industry and trade and 
curb the use of credit for speculative and inflationary 
activities. In the sphere of monetary control the Reserve Bank 
of India has used both quantitative and qualitative techniques. 
During the Third Five: Year Plan period (1961-62 to 1965-66) 
money supply (Ml) rose at an annual average rate of 9.59 per 
cent and M3 rose at the rate of 9.11 per cent as against growth 
in real national income (Yl) of 2.41 per cent and an annual 
rise in the wholesale price index of the order of 5.65 per 
cent. Under such circumstances a relatively tight monetary 
policy was opted. The Reserve Bank of India raised the Bank 
Rate to 4.5 per cent in January 1963 to 5 per cent in October 
1964 and to 6 per cent in March 1965. The Statutory Liquidity 
Ratio (SLR) was raised from 20 per cent to 25 per cent in 
September 1964. Credit Authorisation Scheme was also 
introduced in November 1965 with a view to regulate the credit 
flows to the different borrowers. Despite the various 
restrictive credit policy measures adopted by the Reserve Bank 
of India inf .lationary pressures could not be contained during 
the Third Plan period. During this period annual average 
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exports amounted to Rs. 1178 crores and imports valued at Rs. 
1950 crores which resulted in an adverse trade ba lance of Rs. 
772 crores. The balance of payments deficit amounted to Rs. 
1972 crores. Measures related to control and regulation of 
imports and promotion of exports were adopted to correct the 
disequilibrium in the balance of payments. The devaluation of 
rupee in June 1966 by 36.5 per cent imp. roved India's trade 
balance substantially by 1968-69. The Indian exports started 
moving up while imports registered a continuous decline. 
During the Three Annual Plans (1966-67, 1967-68 and 1968-69) 
average annual increase in Ml was 8.46 per cent and M3 rose 
at the rate of 10.63 per cent. National Income at constant 
prices rose at an annual average of 3.74 per cent and prices 
rose by 8.86 per cent per annum on the average. The average 
annual imports during this period amounted to Rs. 1991 crores 
and the exports totalled by Rs. 1247 crores which resulted in 
the annual average adverse trade balance of Rs. 744 crores. 
During the Fourth Five Year Plan period (1969-70 to 1973-74) 
Ml rose at the average rate of 14.11 per cent per annum and 
M3 rose at the average rate of 16.18 per cent, while the real 
national income grew at 3.29 per cent and prices rose at 7.69 
per cent. During this period Reserve Bank of India followed 
restrictive credit control measures in the form of a rise in 
the Net Liquidity Ratio from 31 per cent to 40 per cent in 
eight stages between February 1970 and September 1973. The 
Bank Rate was raised from 6 per cent to 7 per cent in May 1973 
and the Cash Reserve Ratio was raised from 3 per cent to 7 per 
cent in September 1973. The Statutory Liquidity Ratio was 
raised from 25 per cent to 32 per cent in six stages between 
February 1970 to December 1973. During this period as a whole 
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there was a surplus of Rs. 100 crores in India's balance of 
payments. 
During the Fifth^Year Plan (1974-75 to 1978-79) period as a 
whole Ml rose at an annual average of 9.53 per cent and M3 
rose at 17.89 per cent while national income rose at the average 
rate of 5 per cent per annum and the rise in prices averaged 
7.54 per cent per annum. In order to check spiralling inflation 
Reserve Bank of India increased the Bank Rate from 7 per cent 
to 9 per cent in July 1974. Statutory Liquidity Ratio was 
raised from 33 per cent to 34 per cent in December 1978. The 
Cash Reserve Ratio was adjusted five times between June 1974 
and November 1976. 
The first oil price hike in 1973-74 and resultant strain owing 
to the heavy import bill caused some pressure on India's balance 
of payments. During the Fifth Plan period average annual 
imports amounted to Rs. 5479 crores and exports valued at Rs. 
4698 crores. But due to increase in earnings from invisibles 
the current account position for the period as a whole turned 
into a surplus of Rs. 3082 crores. 
During the Sixth Five Year Plan (1980-81 to 1984-85) period 
as a whole Ml rose by 17.96 per cent, M3 by 16.87 per cent, 
national income by 4.93 per cent and prices by 10.28 per cent 
on an average annual basis. 
The balance of payments problem became acute during the Sixth 
Plan. The trade deficit averaged Rs 6091.2 crores per annum 
over this period. The current account deficit also increased 
sharply to an average of Rs. 2276.8 crores per annum. The 
pressure on balance of payments during this period was largely 
attributed to the second oil price shock of 1979. As it created 
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a massive escalation in foreign exchange expenditure on oil 
import as well as heavy debt burden on the country which in 
turn imposed a severe pressure on the balance of payments of 
India. However, the foreign exchange reserve which fell from 
the peak of RS. 5820.67 crores in 1978-79 to Rs. 4023.56 crores 
in 1981-82, steadily rose in the next three years, and stood 
at Rs. 7243.06 crores in 1984-85. 
To remove the deficit in the balance of payments, India 
negotiated an Extended Fund Facility (EFE) of SDR 5 billion 
with the IMF in November 1981. This lead to a severe debate 
and controversy regarding the conditionality of the loan versus 
the economic sovereignity of the country. 
With effect from September 25, 197 5, India opted for a managed 
floating exchange rate policy based on a weighted basket of 
currencies. The objective of exchange rate management is to 
maintain the relationship of the rupee with the value of the 
basket of currencies within a wider band ofir5 per cent. The 
experience of early eighties indicates that the rupee has 
depreciated in terms of SDR, US dollar. Yen and Deutsche Mark 
(DM) . It appreciated against the pound sterling. Trade balance 
of India persistently deteriorated in this period. 
The analysis reveals that India's exprerience with her balance 
of payments in the period of our study has been a mixed one: 
A difficult payments situation in the sixties, a comfortable 
situation in the seventies, and again a difficult one in the 
early eighties. 
India's experience shows that the Bank Rate, which is 
considered as the pace setter for the entire interest rate 
structure, has not been a flexible instrument particularly due 
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to the underdeveloped money market. Open Market Operations 
have not been quite effective because the market in government 
securities is not well developed. The scope of the refinance 
facility to commercial banks by Reserve Bank of India is also 
limited because the refinance is mainly oriented towards 
assisting banks to provide credit to certain preferred sectors. 
Statutory liquidity Ratio has also lack of desired 
effectiveness. The analysis of all the major monetary control 
techniques during the period of our study discloses that there 
was heavy reliance on changes in the Cash Reserve Ratio (CRR). 
It has been frequently used for checking rapid growth of 
liquidity in the economy and subsequently for controlling 
inflation. 
The analysis reveals that the monetary policy which has been 
followed in India has resulted in an upward pressure on the 
growth of money supply. This has resulted in the rapid rise 
in the price level. 
As mentioned earlier, we have estimated a large number of 
equations with numerous combinations of variables included in 
the specification. The following major findings emerged from 
them at different stages of our exercise. 
The major conclusions regarding the price function from Chapter 
II emerging out of the regression analysis are. 
(i) The coefficient of the explanatory variable price with 
one year lag (P-1) is found to be statistically 
significant with positive sign. The variable explained 
97.6 per cent of the variation in the function. 
(ii) The explanatory variable Money Supply with one year 
lag (Ml-1)explained 96.9 per cent of the variation in 
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the function. The coefficient of the variable is 
statistically significant and has positive sign. 
(iii) The explanatory variable Net National Product (Yl) 
explained 96.5 per cent of the variation in the 
function. The coefficient of the variable is statis-
tically significant and has positive sign. 
(iv) The coefficient of the explanatory variable Money 
Supply (Ml) without any lag is found to be statistically 
significant with positive sign. The variable explained 
96.4 per cent of the variation in the function. 
(v) The two explanatory variabales, viz. Ml and P-1 
together explained 98.3 per cent of the variation in 
the function. The coefficients of the variables are 
statistically significant and both have positive signs. 
(vi) There is a slight decrease in the explanatory power of 
the function to 98.1 per cent, when the variable Yl is 
considered instead of P-1, along with the variable Ml. 
The coefficients of both the variables are statisti-
cally significant and have positive sign. 
(vii) The overall results show that the lagged variables have 
larger explanatory power than the variables without 
any lag. 
Chapter IV, in which an econometric model of India's 
balance of payments is presented, the major conclusions 
emerging out of the regression analysis are: 
(viii) Among the various explanatory variables considered in 
the import function real income is the only explanatory 
variable which explain the emergence of a large 
proportion of total imports. It is also found that the 
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value of income elasticity of demand for imports is 
higher than the price elasticity of demand for imports. 
(ix) Estimated results of the export demand equations 
suggest that a major portion of growth in export volume 
is due to the growth in world real income. 
(x) Estimated results reveal that merchandise imports and 
external debt outstanding are the two main determinants 
of the import of services. 
(xi) World real income and the ratio of consumer price index 
in India to the world are the two main determinants of 
the export of services. 
(xii) Growth in net foreign exchange assets is found to be 
a significant factor in explaining net long-term 
capital flow. 
(xiii) Estimated results show that the aggregate imports into 
India have a high income elasticity while the demand 
elasticity for exports of Indian goods with respect to 
world real income is low. 
From Cahapter V the major conclusions emerging out of 
the regression analysis are: 
(xiv) Changes in the price level (P) and the 12 months time 
deposit rate of commercial bank (R12) do not explain 
the variation in demand for real money balances, while 
the change in real national income (Yl) does effect to 
demand for real balances. 
(XV) Results reveal that the income elasticity of real 
demand for money is more than unity, indicating that 
the real demand for money rises more than proportion-
ally as income rises. 
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(xvi) The overall results of the estimated reserve flow 
equations show that the value of the offset coefficient 
is approximately -1 and it is statistically highly 
significant. This confirms the proposition of the 
monetary approach to the balance of payments theory 
that the changes in the domestic component of the 
reserve money (D) will cause opposite and equal changes 
in the international reserve(R). 
(xvii) The overall results of the estimated sterilisation 
equations show that the value of the sterilisation 
coefficient is very near to -1 and statistically 
significant. While for monetary approach to the balance 
of payments validity it should be zero. Therefore 
monetary approach to the balance of payments is not an 
appropriate model for explaining movements in net 
foreign assets in the Indian case. 
On the basis of general observations and regression results 
we can conclude that there is a strong confirmation of the 
hypothesis that the course of monetary management 
significantly affect the India's balance of payments. But 
monetary mismanagement cannot be identified as the sole cause 
of balance of payments disequilibrium. Monetarist variables 
have been more dominating in aggravating deficit in India's 
balance of payments after first oil shock of 1973-74 and onwards 
which is much reflected from the behaviour of price rise and 
exchange rate distortions. The slow rate of growth in exports 
together with deterioration in terms of trade had made India's 
export earnings inadequate to meet the country's growing import 
bills. A massive escalation in foreign exchange expenditure 
on oil import and steady increase in the interest payments on 
foreign loans and credit have added fuel to the fire of balance 
of payments disequilibrium. 
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